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“What” and “when” are two impor- 
tant words in tax law—for instance, 
‘What is a loss?” and “When did the 
loss occur?” Now add the word 
“deemed” and stir well. Serve on a 
slice of Section 127 and... Well, 
you'll have to read Paul Simon’s “Pre- 
sumptions of Section 127” to learn the 
result. 7. ep 8 8 8 8 


Bazley Revisited” might be a pro- 

vocative title for Joseph M. Jones’ 

“Recapitalization Review.” In_ this 

article he states: “The Bazley decision 

establishes no new law. It represents 

merely a logical consolidation of the Editor 
Gregory principle and the old Doer- posi dite 
schuck principle.” Are you familiar Lyman L. Long 


; ian enenme 3 Ye : 2 Advisory Editor 
with these cases and their holdings: ues 4, See 
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Acq. and Non-acqa. 








Put Off till Tomorrow 
What You Can't Do Today 


Sir: 

Over the past year I have read with 
great interest quite a number of excellent 
articles published in TAxeEs dealing with 
the marital deduction and its éffect on 
death taxes and estate planning. I particu- 
larly recall “Will Clauses and the Marital 
Deduction” (November, 1948) and the re- 
cent “The Effect of the Federal Estate 
Tax on the Marital Deduction” (June, 1949). 


In the former article the conclusion was 
reached that a formula approach was im- 
practical, and the substitute therefor was 
a thorough analysis and division of assets 
by will with frequent revisions. This is 
not only costly but wearisome as well. 

The latter article concludes that unless 
the will can effectively allocate the death 
taxes to a particular portion of the resi- 
duary estate (presumably through the im- 
practical formula or costly frequent-revision 
method), then the apportionment statutes 
or lack of same under state law will govern. 
Who knows what these statutes will be in 
the future, or, for that matter, in what 
state or states the testator will be residing 
at the time of his death? 


Thus, it would seem the cycle is now 
complete, and the writer for one thinks 
the ride was pretty futile. Let’s boil the 
whole interrelated subject of administra- 
tion effect of the marital deduction, death 
taxes and estate planning down to its 
common denominator. In other words, 
what is the basic hitch? Simply this—no 
one can accurately foretell the future. Why, 
then, do we beat our brains out trving to 
reach an answer using unknown factors? 
Let’s accept the fact that it’s impossible 
to accurately predetermine the most bene- 
ficial combined application of these principles. 

What then is possible? Obviously, we 
must wait until all the factors are known, 
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i.e., until the death of the testator. At 
such time it would matter little whether 
state law or the will governed, whether 
there were charitable bequests or not—in 
fact, it would not make any difference 
what the circumstances were—the calcula- 
tion could be accurately made. Once it 
is made, we have only to revive the decedent 
long enough to execute a new will embody- 
ing them. 


But why disturb the poor fellow? Cer- 
tainly he has no further interest in such 
matters. The interest now rests solely 
with his wife and children; and since the 
marital deduction depends entirely on the 
wife, why shouldn’t she take care of this 
little chore for him?  Let’s consider a 
purely hypothetical case. 


Assume our decedent has provided (not 
an unusual provision) in his will that his 
residuary estate pass outright to his wife 
but if in the event of her incapability, or 
for any other reason, a part or the whole 
should not so pass, then such portion 
should be placed in trust for her benefit 
for life with remainder over to his children 
or, lacking children, to charity and/or other 
heirs. To the extent it passed irrevocably 
to charity, there would be an additional 
estate tax deduction computed on the life 
expectancy of the wife. 


Now let us picture the wife and her 
advisers discussing the coming administra- 
tion and distribution of the estate, as well - 
as the immediate revision or primary exe- 
cution of her own will. The combined 
death taxes are computed, and it is im- 
mediately apparent that to the extent the 
husband’s assets exceeded the maximum 
marital deduction they should never have 
been permitted to be subjected to taxation 
in her estate. Couldn’t something be done 
to prevent this needless expense? 

“Wait.” 

(Continued on page 760) 
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Tax=-Wise 


Taxes... 
Tax People... 
Things Taxed... 





Meetings of Tax Men 


The New York State Bar Association 
announces the formation of a new section on 
taxation under the chairmanship of Weston 
Vernon, Jr. 

Under the bylaws of the section its func- 
tions dre: 


(1) To bring together for furtherance 
of their mutual interests such members of 
the New York State Bar Association as 
are interested in taxation; (2) To promote 
economy in government and wise use of 
money raised through taxation; (3) To 
disseminate information relating to taxa- 
tion and further information in tax matters; 
(4) To consider and report as to all mat- 
ters relating to federal, state or municipal 
taxation; (5) To examine pending tax legis- 
lation and promote or oppose the same 
in the name of the Association whenever, 
in its judgment, action thereon is required; 
(6) To initiate legislation relating to federal, 
state or municipal taxation; (7) To study, 
in cooperation with the Committee on In- 
ternational Law, conflicts between tax laws 
of this and other countries and make recom- 
mendations for the elimination of double 
taxation; and (8) To _ study proposed 
changes in tax rates and tax laws and 
report thereon to legislative bodies. 


The following officers of the new section 
were elected: first vice-chairman, Ralph 
M. Andrews of Buffalo; second vice-chair- 
man, George E. Cleary of New York City; 
secretary, Charles L. Kades of New York 
City; and assistant secretary, Charles J. 
Tobin, Jr., of Albany. 


Retaliatory Legislation 


A new law in New Hampshire provides: 
When another state imposes taxes, fines, 
penalties, licenses, fees, deposits or other 
obligations or prohibitions additional to 


Tax-Wise 


those imposed by this state, on vehicles 
registered in this state and on their owners 
and operators traveling upon the highways 
of such state, the same shall be imposed 
upon similar classes of private or public 
motor vehicles registered in such state and 
traveling upon the public highways of this 
state. 


Picturesque Speech 


“The tax bar is always in a state 
of disappointment.” Eisenstein, “Another 
Glance at the Hallock Problem,” 1 Tax 
Law Review 430. 


Hoover Commission's Report 


The following is Recommendation 2 of 
the report dealing with federal-state re- 
lations. 

“We recommend that our tax systems— 
National, State, and local—be generally re- 
vised and that, in this revision, every 
possible effort be made to leave to the 
localities and the States adequate resources 
from which to raise revenue to meet the 
duties and responsibilities of local and State 
governments. 


“Many tax sources are exploited by both 
States and the Federal Government, and 
today there is even a triplication of taxa- 
tion in the matter of incomes since many 
cities are now resorting to income taxes 
to meet their expenditures. The whole 
problem of duplicating and triplicating taxa- 
tion is most difficult to resolve. But it 
is to be hoped that the Joint Committee 
of the Congress and the Governors’ Con- 
ference will continue to explore the question 
of overlapping taxes.” 


Tax Court v. Vaughn Monroe 


On June 3 The United States Tax Court 
was honored on its twenty-fifth anniversary 
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by a dinner in the Ring Building in 
Washington. The large and enthusiastic 
group present was entertained by the witty 
lyrics of Edgar J. Goodrich, one of which, 
sung to the melody of My Bonnie Lies over 
the Ocean, told this wistful tale: 


“There once was a time in the Tax Court 
When ihe loser would sadly give up, 
But Congress has ruined our standing 
Now every decision goes up! 


“Bring back, bring back, 
Oh, bring back dear Dobson, T. 
| eee 
(Repeat). 


“Old Dobson tied up all appeal courts, 
They had to accept what we found 
But now each one does as it pleases 
Turns our facts and figures around. 


“Bring back, etc. 


“Sing, HO, for the Wisdom of Jackson, 
Who gave us that beautiful rule, 

Sing, FIE, on a troublesome Congress 
That throws us all back in the pool. 


“Bring back, etc.” 


Fortune Letter 


The Merle H. Miller tax letter in the 
current issue of Fortune deals with deduc- 
tions for casualty losses, citing the cases 
of Stoll, CCH Dec. 15,351(M); Mullohollen, 
16 BTA 1331; U. S. v. Rodgers, 120 F. (2d) 
244: McMorran, CCH Dec. 10,628-E. 


Recent Tax Decisions 


Accounting Methods.—A taxpayer, who 
took orders from customers and placed 
the orders with manufacturers who in turn 
shipped direct to taxpayer’s customers, had 
no inventories and, therefore, could not 
change to the accrual basis without the 
Commissioner’s consent. Tax Court 


affirmed. (Simon, 49-1 ustc J 9324, CA-2.) 


Gambling Profits—The court sustained 
the Commissioner’s determination of a 
deficiency based on unreported poker win- 
nings, and—despite the contention of the 
taxpayer that he did not know that such 
income was taxable—imposed a negligence 
penalty. (Carmack, CCH Dec. 17,049(M), 
TC memo. op.) 


Action for Libel.—The taxpayer expended 
$1,181 as court costs, attorneys’ fees and 
other expenses in connection with three 
libel suits which he brought against three 
newspapers for alleged 
against him as candidate for judge. 
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statements made 


defeat, the taxpayer filed the libel suits, all 
of which were decided against him. He 
argued that the expenditures were ordinary 
and necessary expenses of carrying on his 
law practice. The court held that the 
expenditures did not constitute ordinary 
and necessary expenses of carrying on the 
taxpayer’s trade or business and, consequently, 
were not deductible. The court contended 
that the taxpayer did not make the ex- 
penditures to augment his law practice but 
that the suit involved an effort to recoup the 
alleged damages to his personal reputation 
and good name “as a citizen, lawyer, banker, 
and a churchman.” (Kleinschmidt v. Com- 
missioner, CCH Dec. 16,998.) 


Arbitrarily Substituted Accounting.— 
The Tax Court ruled that the income of a 
joint venture could probably be determined 
by using the accounting method employed 
by the taxpayer, namely, the cash basis. 
Change from the basis used by the taxpayer 
is justified only where there would: other- 
wise be a material distortion of income. 
The Commissioner has no right to arbitrarily 
substitute a system for that ordinarily em- 
ployed by the taxpayer. (National Builders, 
Inc. v. Commissioner, CCH Dec. 16,985.) 


Fraudulent Tax Claim.—Where a corpo- 
rate debtor files a tax return showing the fair 
cash value of its tangible personal property 
and said property is assessed at one hundred 
per cent of its value while other corporations 
are assessed at only seventy per cent with 
reference to property in the same category, 
and where, in addition, such items as assess- 
ments on foundation for pavement not be- 
longing to the debtor, expenses in procuring 
property under inapplicable ordinances and 
unjustified reductions in depreciation are used 
in the computation of the debtor’s tax without 
notice, the debtor has been precluded from 
pursuing its legal remedies and a court of 
bankruptcy may exercise the same powers 
as a state court sitting in equity in declaring 
the assessment fraudulent and denying fur- 
ther recovery to a state which submitted 
to the court’s jurisdiction when it filed its 
lien. (Jn re Chicago Railways Company, . 
CA-7, June 16, 1949.) 

Statute of Limitations—In view of the 
1942 tax forgiveness provisions of the Cur- 
rent Tax Payment Act of 1943, the statute 
of limitations with respect to a 1942 deficiency 
runs from the date of the filing of the 1943 
return. (Van Anda, CCH Dec. 17,066, 12 
TC—, No. 156.) 

Transactions Between Spouses.—A hus- 
band could not deduct as a bad debt the 

(Continued on page 754) 
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Charles J. Valaer is Deputy Commissioner 
of Internal Revenue, having been appointed 
to that office on May 15, 1949. 


Commissioner Valaer is a native of Win- 
ston-Salem, North Carolina, and has been 
with the Bureau of Internal Revenue since 
August 1, 1919. Educated at North Carolina 
State College, George Washington University 
and Georgetown Law School, he is a mem- 
ber of the District of Columbia Bar. For 
a time he was in the Office of Chief Counsel 
of the Bureau. Subsequently, within the 
Miscellaneous Tax Unit where the taxability 
of everything from Admissions to Zithers 
is considered, he served as Technical Advisor 
and then as Assistant Deputy Commissioner. 
On March 1, 1949, he was designated 
Acting Deputy Commissioner of Internal 
Revenue, and two and one-half months later 
was appointed to his present position. 


Supreme Court 
on Family Partnerships 


“The Tower case did not purport to au- 
thorize the Tax Court to substitute its 
judgment for that of the parties; it simply 
furnished some guides to the determination 
of their true intent.” 

With these words, in the recent Culbert- 
son case (Commissioner v. Culbertson, 49-1 
ustc { 9323), the Supreme Court told the 
Tax Court that it had misread its decision 
in the now famous Tower case. That de- 
cision did not hold as a matter of law, 
it said, that a family partnership was invalid 
unless each partner performed vital services 
or unless he contributed capital of his own 
to the partnership business. It merely de- 
clared that such items were factors to be 
considered along with others in determining 
whether there was a valid partnership for 
tax purposes. According to the Culbertson 
decision, it is purely a matter of intent 
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Statistics from Midyear 
Economic Report 





as to whether the parties honestly contem- 
plated a partnership or merely a device for 
lessening the tax burden. The fact that 
the parties may be related by blood or 
marriage does not alter the situation. 


The rule is clear. Intent governs. Never- 
theless, there is no rule of thumb by which 
attorneys, the Tax Court and others may 
proceed. While this may mean a certain 
amount of uncertainty in the treatment 
accorded a particular set of facts, it seems 
to be more realistic. After all, why should 
there be a different set of factors used 
in determining whether there is a partner- 
ship for tax purposes than those used in 
establishing the existence of a partnership 
for other reasons. At common law the 
intention of the parties as established by 
certain evidentiary facts established the ex- 
istence or nonexistence of a partnership. 
It wasn’t a partnership just because one 
of the parties contributed capital or per- 
formed valuable services. 


State Succession Tax 


A petition for a writ of certiorari has 
been filed with the United States Supreme 
Court from a decision of the New Hampshire 
Supreme Court in the case of the Estate of 
Burtman. The state court had decided that 
the state succession tax should be computed 
on the amount of a bequest, rather than 
on the amount received under a compromise 
settlement of a will contest. 


Midyear Economic Report 


By this time of the month, the Midyear 
Economic Report of the President has re- 
ceived all the publicity the newspapers can 
give it and the editorial writers have ap- 
praised it, with all its implications, for the 
readers. That leaves us little more than the 
opportunity to present some of the more 
interesting charts for our more technically 
interested readers. 


’ 
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Gross National Product or 


Expenditure, 1929-1949 


[Billions of dollars] 


Gross 
national 
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1 Estimates based on incomplete data; second quarter by Council of Economic Advisers. 


NortTEe.—Detail will not necessarily add to totals because of rounding. 

Published revised estimates for net foreign investment (1948-49) and construction (1946-49) have been 
substituted for those included in the national income and product series of the Department of Commerce. 
Further revisions of these and other components of national income and product series will be published 


in the Survey of Current Business, July 1949. 
Source: Department of Commerce (except as noted). 


The President stated that the core of 
his report is this: “We cannot have pros- 
perity by getting adjusted to the idea of 
a depression—by cutting investment or em- 
ployment or wages or essential Government 
programs. We can be prosperous only by 
planning and working for prosperity, by 
increasing private investment, production, 
employment and purchasing power, and 
by carrying forward essential Government 
programs.” 
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Bill to Cut Excise Taxes 


H. R. 3905 was ordered reported with 
amendment by the Senate Finance Com- 
mittee on June 30. The amended bill, 
designed to cut excise taxes on “luxury” 
items back to 1942 levels, would reduce: 


Admissions—from one cent on every five 
cents to one cent on every ten cents (from 
twenty per cent to ten per cent); 


Light bulbs—from 


five per cent; 
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Business Expenditures for New Plant and Equipment, 1929-1949 
[Millions of dollars] 
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Third quarter... 
Fourth quarter__....---- 
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1 Excludes agriculture. 

2 Commercial and miscellaneous includes trade, service, finance, and communication for all years shown. 
Prior to 1939, miscellaneous also included transportation other than railroad, and electric and gas utilities. 
which are not available separately for these years. 

3 Not available separate y for years prior to 1939. 

4 Included in commercial and miscellaneous prior to 1939. 

5 Estimates for first and second quarter 1949 are preliminary actual expenditures; the third quarter o 
1949 is based on anticipated capital expenditures of business. 


Note.—These figures do not agree with the totals included in the gross national product estimates of the 
Department of Commerce, principally because the latter cover agricultural investment and also certain 
equipment and construction outlays charged to current expense. Figures for 1929-44 are Federal Reserve 
Board estimates based on Securities and Exchange Commission and other data. 

Detail will not necessarily add to totals because figures are rounded to the nearest $10,000,000. 


Sources: Securities and Exchange Commission and Department of Commerce (except as noted). 





Jewelry, furs and totlet preparations— Telegrams—from twenty-five per cent 
from twenty per cent to ten per cent; to fifteen per cent; 
Leased wires—from twenty-five per cent 
to fifteen per cent; 
Wire and equipment service—removes 


Luggage—from twenty per cent to ten 
per cent; 


Communications— eight per cent tax entirely; 
Telephone, long-distance—from twenty- - Local telephone calls—from fifteen per 
five per cent to twenty per cent; cent to ten per cent; 
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Profits Before and After Taxes, All Private Corporations, 1929-1949 


{Billions of dollars} 
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! Federal and State corporate income and excess profits taxes. 
2 Minus 8 million dollars. 


3 Estimates based on incomplete data; by Council of Economic Advisers. 
NoTE.— Detail will not necessarily add to totals because of rounding. 
Source: Department of Commerce (except as noted). 


Transportation of persons—from fifteen per 
cent to ten per cent; 


Photographic apparatus and cameras— 


Once Again, Taxes by Lottery 


It was only about a year ago (TAxXES—The - 


from twenty-five per cent to ten per cent; 
Film—tfrom fifteen per cent to ten per cent. 
The bill as amended provides that these 
changes shall become effective on the first 
day after the first month which begins more 
than twenty days after enactment. As 
passed by the House, this bill gave the 
Commissioner subpoena powers in cases in- 
volving permits for industrial alcohol. 


Tax Magazine, March, 1948, page 196) that 
we were discussing the matter in this very 


column. At that time some people had in 
mind running a lottery, the benefits of which 
would be used to cut down the amount of 
money which had to be collected in taxes. 
H. R. 4421 (Clemente) proposes a national 
lottery “for the benefit of veterans... and 
for other purposes.” 


August, 19449 e TA XES—The Tax Magazine 





he » 


at 
ry 
in 
ch 
of 


ial 
nd 


ne 





The TAX MAGAZINE 





AUGUST, 1949 


CORPORATE REORGANIZATIONS 


By 


ARNOLD R. BAAR 


PRESENT TREND is the culmination 

of an experience with concrete actu- 
alities, which must be interpreted in relation 
to the passage of time. The examination 
of a trend is ordinarily of interest chiefly 
to the extent that it indicates what is 
going to happen. Necessarily, the view 
into the future is restricted to a short 
period before the probable interruption or 
reversal of the presently observable trend. 
It is much easier and much safer to talk 
about the known events of the past, as I 
must do to describe a trend, but usually 
much less interesting than to look into the 
future. I will try, therefore, to hold to a 
minimum my account of the things that 
are past. 


Concerning the taxation of corporate 
reorganizations, our experience goes back 
to the beginning of the modern income 
tax law in 1913, and to the first statutory 
recognition of reorganizations in the Reve- 
nue Act of 1918. Many problems arising 
in those early years were presented to the 
courts and were solved without any guiding 
statutory provisions. After somewhat more 
specific legislation in 1921, the Revenue Act 
of 1924 covered the subject with a high 
degree of completeness and clearness. This 
was the real beginning of the scheme of 
statutory definition and determination of 
the special problems in this field, which 
still prevails to some degree. But we have 
departed far from the goal of certainty 
and predictability which was sought by 
the Revenue Act of 1924. 
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Throughout almost the whole period of 
ten years during which the 1924 Revenue 
Act continued in effect without major revi- 
sion, that act admirably served its purpose 
of permitting ordinary business transactions 
to proceed without unnecessary interference 
by the tax laws, and of enabling taxpayers 
to proceed with reasonable assurance of 
the tax consequences, of the transactions 
in which they engaged. They could go 
the wrong way and get into trouble, but it 
was not too difficult to find the path 
which avoided unrealistic taxes upon purely 
paper profits. 


- 


Judicial Legislation 


In 1932 (in the Circuit Court of Appeals) 
and in 1933 (in the Supreme Court) came 
the first of the decisions which are com- 
monly regarded as having initiated the 
process of judicial legislation, or at least 
judicial modification by interpretation, 
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which has entirely changed the “climate” 
or background of this field of law. These 
particular decisions, Cortland Specialty Com- 
pany v. Commissioner [3 ustc J 980], 60 F. 
(2d) 937 (CCA-2), and Pinellas Ice & Cold 
Storage Company v. Commissioner [3 ustc 
{ 1023], 287 U. S. 462, may be strongly 
defended as involving no more than a neces- 
sary and proper interpretation of the stat- 
ute in accordance with established rules of 
construction; but by their introduction of 
the doctrine of “continuity of interest,” 
they did initiate the practice of judicial 
modification of the statute. . 


In 1935, after’ a decided change in the 
attitude of the Treasury Department and 
some discussion by the lower courts, the 
Supreme Court decided the case of Gregory 
v. Helvering [35-1 ustc J 9043], 293 U. S. 
465, establishing the requirement for a 
“business or corporate purpose.” This, too, 
as it was at first explained by the Supreme 
Court itself, can be defended as a mere 
interpretation of legislative intention, but 
its later applications have extended far 
beyond that scope. Then, in 1940, the 
Supreme Court, in Le Tulle v. Scofield [40-1 
ustc J 9150], 308 U. S. 415, introduced the 
distinction between a “creditor interest” 
and a “stockholder interest,” in what seemed 
not merely a reversai of many prior deci- 
sions but also a violent rejection of the 
basic statutory reliance upon the term 
“securities.” Both of these decisions require 
a more extended examination, to which we 
will come later. 


Recently this trend of judicial modification 
of the statutory law has culminated in the 
Supreme Court decision in Bazley v. Com- 
missioner [47-1 ustc J 9288], 331 U. S. 737, 
rehearing den. and prior opinion amended 
[47-2 ustc 7 9373], 332 U. S. 752 (1947). 
I cannot tell you here what that case 
holds; to do so would require a whole 
treatise devoted to the case. In fact, the 
interpretation of that case has been the 
subject of many articles and reports.- It 
has been specifically followed by two Circuit 
Courts of Appeals with results which are 
clearly inconsistent. The Tax Court has 
regarded it as support for the position 
urged by the dissentigg judges in the very 
case which it affirmed. All that is Certain 
about the Bazley case is that it has opened 
up a great many questions and has settled 
none. Here are some of the things with 
which it might be regarded as concerned: 


The Bazley case deals to some extent with 
“business purpose,” although the Court 
says it was not passing on that question. 
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It talks about “gain realized as a practical 
matter,” a concept which is basic to this 
whole field because if there were no realiza- 
tion of gain, there would be no tax under 
any, section of the law, and no occasion 
for any statutory rules for the nonrecogni- 
tion of gain. The Bazley case also talks 
about an “effect test,” that is, the effect of 
what was done rather than how it was 
done or why it was done. This, again, 
seems to ignore the whole background of 
this scheme of law, and to adopt the 
erroneous position of some of the inferior 
courts. Many cases seem to follow an 
amazing reasoning process which runs some- 
thing like this: “You might have reached 
the same result by any one of three or 
four different roads. You chose a certain 
road which may appear to be tax free; but 
if you had happened to go by a different 
route, you would have incurred tax liability. 
Therefore, you must pay the tax.” This 
has inevitably resulted in a considerable 
feeling that in the courts the taxpayer is 
always wrong. 


Present Confusion 


The result of these decisions, and of the 
many more drastic ones which they have 
produced in the lower courts, is that after 
almost ten years of relative certainty and 
predictability under a statute drawn with 
precision and interpreted in accordance with 
established standards, we have passed 
through almost fifteen years of confusion 
generally described with such words as 
“chaotic” and “intolerable.” Tax liabilities 
have been retroactively imposed upon tax- 
payers who thought, and who were advised 
by competent experts, that they had fully 
complied with the statutory provisions 
assuring freedom from liability. After taking 
every possible precaution, they were told 
that they had failed for some reason which 
could scarcely have been anticipated. Con- 
ditions fully justify one recent statement 
that “today it is practically impossible to 
effectuate any but the simplest type of 
transactions intended to be covered by 
these sections without incurring real risk 
of unexpected tax liabilities.” The Ways 
and Means Committee itself, according to 
its report on the so-called Revenue Revision 
Act of 1948, is “aware of the confused 
state of the law” in this field. It would 
seem to be obvious that this is not the way 
a tax law should operate. 
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Legislative Activity 


Our examination of the trend discloses 
not only judicial decisions but also legis- 
lative activity in this field. In 1934 there 
was seriously considered the complete 
elimination of the scheme of statutory 
nonrecognition of gain in reorganization 
transactions, on the ground that it had 
been abused and utilized for improper tax 
avoidance. The decision of Congress, as 
explained in the reports of its committees, 
was to retain but restrict the statutory 
controls, and to rely upon the courts to 
prevent abuses. One of the most useful 
provisions, permitting a distribution of 
securities without an exchange, was entirely 
dropped by the 1934 Revenue Act and has 
never been restored to the law. By the 
reports of the Congressional committees, 
reflected in the Treasury Regulations, sup- 
port was given to the further recognition 
of the judicial requirement of a business 
or corporate purpose. The statutory pro- 
vision that certain exchanges be made “solely 
for stock” (instead of for a combination of 
stock, bonds, cash and other property, or 
for “securities” and other property, as 
formerly) made it a legislative requirement 
that there be a “continuity of stockholder 
interest” in future reorganizations, much 
like the judicial requirement later imposed 
upon transactions carried out under the 
prior law. 


Whatever may be the justification of the 
Gregory case and the 1934 Act, during the 
ensuing fourteen years of confusion their 
practical effect was to threaten prohibitive 
tax consequences to such an extent that 
after 1934 a voluntary corporate reorgan- 
ization became almost a rarity. It is no 
mere accident that among the relatively 
few reorganization cases which have ap- 
peared in recent years, in a surprisingly 
large proportion the taxpayers have con- 
tended that they did not intend to and 
did not in fact accomplish so-called “tax- 
free” reorganizations, which the Commis- 
sioner has urged that such reorganizations 
had occurred, in support of his assertion 
of additional or increased tax liabilities. 
While it has always been recognized that 
the nonrecognition provisions might in- 
crease as well as reduce taxes, it was not 
generally anticipated in how many instances, 
such as the recent cases of Lewis Estate 
[CCH Dec. 16,433], 10 TC 1080, Survaunt 
[47-2 ustc J 9344], 162 F. (2d) 753, Pullman, 
Inc. [CCH Dec. 15,596], 8 TC 292, and 
Standard Realization Company [CCH Dec. 
16,361], 10 TC 708, a wholly unintended 
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and greatly undesired compliance with all 
of the statutory and judicial requirements, 
so difficult to satisfy when desired, would 
be urged to impose retroactively an un- 
anticipated tax. In all except the last of 
the cases mentioned, such compliance has 
been held to impose such a tax. Tax- 
payers have learned to seek the comparative 
certainty and security of a capital gains 
tax rather than the elusive “tax-free” re- 
organization; but now they must face the 
real risk of a decision holding that because 
unwillingly and unwittingly they consum- 
mated a “reorganization,” their presumed 
capital gain becomes taxable as a dividend 
or other ordinary income, and may be greatly 
increased in amount. 


In the present situation there is no doubt 
that desirable business activities are un- 
duly restrained by the tax law, and particu- 
larly by its uncertainty. Business needs 
financing and refinancing. It needs corpo- 
rate readjustments. It needs investors, 
and investors demand changes in the form 
of securities. The purely economic problem 
of meeting these requirements of business 
is seriously interfered with under present 
conditions. It will probably be agreed, 
without dissent, that it is highly undesirable 
for a tax law to interfere unnecessarily 
with an important productive activity or 
an important financial activity of the 
economy. 


Basic Issues 


After this long period of confusion, chaos 
and unwarranted taxation of necessary and 
proper business transactions, involving no 
realization of gain segregated from corpo- 
rate stewardship, it is not difficult to 
predict that the present trend is toward 
some improvement in the situation. It is 
also quite apparent that this improvement 
will be brought about by remedial legis- 
lation. No other method is available; the 
slow process of retroactive judicial decision 
is entirely inadequate. Moreover, the ques- 
tions involved are really questions of legis- 
lative policy, which are not for the courts. 
There is a clear conflict between economic 
statesmanship and fiscal administration. 
Only because an exchange involves a techni- 
cal realization of taxable gain is there any 
occasion for a statute providing for non- 
recognition. Essentially, the issues are these: 
How much tax avoidance should be per- 
mitted in order to foster corporate re- 
organizations? How much should normal 
business activity be restrained in order to 


699 




































































































































































prevent an apparent realization of gain 
from escaping its fair tax? And when 
should the unsegregated appreciation of a 
continuing investment be taxed as a gain? 


During the last two years there have 
been many legislative proposals, based upon 
much study and discussion. Some of 
them even found their way into the bill 
which passed the House of Representatives, 
the so-called Revenue Revision Act of 1948. 
According to the report of the Ways and 
Means Committee, other provisions would 
have been included except that they could 
not be drafted in time. It is not too 
difficult to predict the general course which 
the anticipated legislation is likely to take, 
or even to describe some of the specific 
features which it probably will contain. 


Consideration should first be given to 
the probable effects of the November, 1948 
elections upon the attitude of Congress. 
There is little doubt that any steps in the 
direction of tax reduction, as most of the 
reorganization provisions must be, will be 
regarded with much less favor in 1949 than 
they were in 1948. Some of the proposed 
changes which were approved will surely 
be dropped, and the prospects of all others 
have bcen impaired. However, in spite of 
temporary hindrances, it may still be hoped 
that the trend has turned. While we proba- 
bly will never again attain the former 
heights of freedom, certainty and flexibility, 
we may reasonably expect to reach soon a 
plateau of reasonable elevation above the 
present depths of unpredictability and chaos. 


Retroactive Relief 


So strong is the feeling that the courts 
have taken unfair advantage of too-trust- 
ing taxpayers by decisions which retro- 
actively change the rules upon which the 
taxpayers have in good faith relied, that 
retroactive relief by statute has recéived 
favorable consideration. The Revenue Revi- 
sion Bill of 1948 contained a _ section 
(Section 311) designed to permit the vic- 
tims of the Bazley case to escape its conse- 
quences by giving up the newly acquired 
securities in an exchange for securities iden- 
tical with those previously held. With 
questionable justification, the bill would 
give this relief only to testamentary trusts, 
but it has been urged that the provisions 
should apply to all taxpayers similarly 
situated. Bonds and other securities, as 
well as stock, probably should be covered 


also. Concerning these situations, the re- 
port of the Ways and Means Committee 
says (paragraph 27): 


“Cases have been brought to the atten- 
tion of your committee where peculiar hard- 
ship has arisen out of attempts to carry 
out the terms of testamentary trusts by 
recapitalizing under State law the corpo- 
rations in which the assets of the trusts 
were invested. As a result of the Supreme 
Court decisions in the Bazley and Adams 
cases these recapitalizations failed to 
qualify as tax-free transfers. Taxes were 
assessed in these cases upon the receipt 
of securities obtained in the recapitalizations. 
In one case it is known that these taxes, 
with interest, now exceed the value of the 
securities themselves. 


“The severity of the penalty, the fact 
that the recapitalizations were undertaken 
for legitimate purposes, and the fact that 
the decisions which determined the taxable 
character of the transfers were handed 
down long after the recapitalizations took 
place, all indicate that relief is in order.” 


In many other situations retroactive relief 
might properly be granted. One involves 
the sale of the assets of a liquidated corpo- 
ration, as in Commissioner v. Court Holding 
Company [45-1 ustc J 9215], 324 U. S. 331. 
This was dealt with, but only as to future 
transactions, in the Revenue Revision Bill of 
1948. That bill also gave a new oppor- 
tunity for what might be called an “escape 
liquidation” by providing, as prior laws 
have done, for a limited period within which 
an undesirable corporate structure may be ° 
eliminated with some relaxation of tax 
consequences. Some retroactive relief was 
also given by that bill for cases of family 
partnerships and employees’ stock options 
(for both of these situations .the future 
looks particulary hopeless) and other hard- 
ships not involving corporate reorganizations. 


“Split-ups’’ and ‘Spin-offs’’ 


The one reorganization provision (in 
effect, two) which was incorporated in the 
1948 bill relates to distributions of stock 
with or without liquidation. These trans- 
actions are described in the report of the 
Ways and Means Committee by the new 
terms “split-up” and “spin-off,” which have 
come into use along with others such as 
“bail-out,” “upstairs merger” and “down- 
stairs merger.” 


Under the “split-up” provision, the bill 
would permit, in the complete liquidation 
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of an existing corporation, the tax-free dis- 
tribution of the stock (common or preferred, 
but no other “securities”) of another cor- 
poration which is a party to a reorganization 
complying with the statutory requirements. 
The distribution must, of course, be made 
in pursuance of a “plan,” and must meet 
the judicial requirements of a “business 
purpose.” New statutory safeguards against 
tax evasion are also established. Thus, the 
corporation which issues the securities being 
distributed must continue to carry on the 
business of the reorganized corporation, 
and the transaction must not be principally 
a device to distribute earnings. 


Concerning a “spin-off,” where an exist- 
ing company wants to divest itself of the 
ownership of some part of the business or 
property, the 1948 bill made similar 
provision. Under its terms, without any 
liquidation or any surrender of stock, a 
reorganizing corporation might make a tax- 
free distribution of stock (excluding preferred 
stock and other “securities’”) of itself or 
of another corporation which is a party to 
a reorganization conforming to the stat- 
utory definition. The same safeguards are 
made applicable. ‘ 


Both of these provisions have been ap- 
proved by the American Bar Association 
and by many other agencies, and still have 
relatively favorable prospects of enactment. 
The so-called Magill Report of the Special 
Tax Study Committee of the Committee 
on Ways and Means in 1947 went even 
further to urge the restoration of the sub- 
stance of Section 112 (g) of the 1932 Reve- 
nue Act, permitting a tax-free distribution 
of any “securities” in a reorganization. This 
is undoubtedly too much to hope for within 
the near future, in spite of its obvious 
merit and desirability. 


In connection with the proposed statute, 
two points may be of future interest. First, 
in the restrictions to stock in the one 
case and to common stock in the other 
case, to the exclusion of “securities” and 
preferred stock, Congress is attempting to 
prejudge the economic considerations which 
determine what form of capital obligation 
a corporation should assume The distinc- 
tion is presumably intended to exclude the 
more readily salable securities, but with 
questionable justification. Second, while 
the bill refers generally to corporations 
which are parties to reorganizations, the 
report of the Ways and Means Committee 
says that the purpose of the legislation is 
to permit the distribution of the stock of 
newly organized corporations. There seems 
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to be no sound reason for excluding the 
stock of existing corporations, which are 
frequently involved in reorganizations of 
the “split-up” and “spin-off” types. 


Other Recommendations 


Another statutory improvement of gen- 
eral interest, sponsored late in 1948 by the 
American Bar Association, doubtless will 
receive serious consideration. To permit 
a so-called “bail-out,” it is recommended 
that subject to safeguarding restrictions 
against anticipated early sales, the distribu- 
tion of preferred stock in a recapitalization 
should not be regarded as a taxable divi- 
dend. The only comment will be the ques- 
tion: Why not include also bonds, debentures 
and other securities (and perhaps even 
common stock, although that is not so 
likely to present such difficult problems) ? 


An earlier recommendation of the Ameri- 
can Bar Association, as well as of the 
Magill committee and many other agencies, 
in various forms, was that the term “party 
to a reorganization” be deemed to include 
a parent and a subsidiary of a corporation 
immediately participating, in order to over- 
come a Supreme Court decision to the 
contrary. This is a gap in the statutory 
scheme which should have been filled long 
ago by legislative action. It would do no 
more than give reasonable flexibility to 
necessary corporate transactions. 


Perhaps the most startling proposal is 
that of the Magill report, which recom- 
mends that the statute in effect prohibit 
judicial legislation. It would provide that 
“no other conditions, requirements, or qual- 
ifications not specifically expressed” in the 
statute shall be applied by any administra- 
tive agency or court “unless the Commis- 
sioner shall have established, by a clear 
preponderance of the evidence, that the 
principal purpose of the plan of reorgan- 
ization is to defeat or avoid the income 
taxes imposed” by the statute. Even if 
this would escape being held unconstitu- 
tional as a legislative invasion of the judicial 
function, the remedial trend would have to 
rise to presently unforeseeable heights before 
this proposal could be expected to receive 
Congressional approval. 


Many other proposals, some of unques- 
tioned merit, have come from many sources. 
A fundamental one is that the statute be 
completely revised and rewritten, after ap- 
propriate study. Those judicial doctrines 
which are found to be desirable should be 
incorporated into the statute, with appro- 
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priate limitations; those which are rejected 
should be made definitely ineffective. An 
event of the greatest significance is that 
steps have already been taken by the Ameri- 
can Law Institute to apply to the federal 
revenue laws its well-known techniques of 
research, discussion and widespread criticism 
of proposed improvements. That method 
is admirably well adapted to the clarifica- 
tion, simplification and modernization of 
the law of taxation of corporate reorgan- 
izations. It offers the greatest hope for 
solving the problems in this field to the 
satisfaction of both taxpayers and tax ad- 
ministrators. Tax problems should be 
settled by statute as soon as possible after 
they arise, with all possible help from the 
most enlightened members of the public— 
not years later, by expensive litigation, the 
result of which is more litigation to find 
out what the court meant in its first 
decision. 


Study of ‘‘Business Purpose”’ 


Among the specific problems which such 
a_ study should solve in the field of re- 
organizations, one of the most important 
is the requirement for “business purpose.” 
That is probably one of the most muddled 
aspects of this problem, and it is the one 
causing the most recent agitation. 


In the Bazley case, the Supreme Court 
very adroitly sidestepped the whole issue. 
It is understood that the briefs on both 
sides urged the Court to clear up these 
questions, but the Court said that it was 
not necessary to go into them—that what- 
ever the reasons of the courts below, the 
results they reached were all right. The 
result is that the dissenting opinion in 
the Circuit Court of Appeals, rejected in 
the very decision which was affirmed by the 
Supreme Court, may represent the law on 
this subject today. 


That was the view of the Tax Court in 
the Lewis case, supra, after it was remanded 
from the Circuit Court of Appeals ([47-1 
ustc 7 9215] 160 F. (2d) 839). The Tax 
Court, purporting to act with the sanction 
of the Supreme Court decision, adopted the 
views of the dissenting minority of the 
Circuit Court of Appeals in the Bazley case. 
Upon the question of whether the purpose 
must be a corporate purpose or a stock- 
holder purpose, Judge Arundell said: 


“In almost every instance, corporations 
are organized for the convenience of the 
stockholders in conducting business. Such 
is the purpose of their existence. To say 
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that a corporation, as such, can have motives 
and purposes apart from its stockholders, 
the collective group of individuals who 
own it, is to indulge in metaphysical reason- 
ing which has no proper place in such 
practical matters as taxation. And to say 
that what is advantageous to the stock- 
holders collectively in the conduct of the 
enterprise is of no advantage to the cor- 
poration is utterly unrealistic.” 


That sounds like good law, but it has 
not been the law lately. The Circuit Court 
of Appeals rejected it in the Bazley case. 
It was there ([46-1 ustc J 9237] 155 F. (2d) 
237) the dissenting judges said: 


“We have long passed the place in our 
thinking where we view the corporation as 
‘an artificial being, invisible, intangible and 
existing only in contemplation of law’. We 
think of it as a device that shareholders 
use to carry on their business as a group. 
A corporation does not have purposes apart 
from its shareholders. We think the 
distinction attempted, coming as it does 
quite a number of years after Gregory v. 
Helvering, is one not established by that 
decision, the statute, nor the regulations.” 


It would appear that the primary purpose 
of a business corporation is to make money 
for its shareholders, and that whatever it 
does to make more money is a proper 
business purpose. But, as stated, this has 
not been the law. I do not know what 
the law is today, or what it will be tomorrow. 
Statutory clarification would be most 
valuable. 


This question of business purpose over- - 
laps several other questions. It is involved 
in bail-out transactions, where stock or 
securities are distributed in anticipation 
of a sale for cash. It is also a very large 
element of what I shall discuss later as 
the underlying purpose of the statute as a 
whole. It is too big a subject to be covered 
fully here. Many articles have been written 
about it; one that seems to merit particular 
mention is an article by Harvey M. Spear 
in 3 Tax Law Review 225. This is a very 
exhaustive study of the history and develop- 
ment of the doctrine of “business purpose.” 


This concept originated, as has been 
said, with the Gregory case in the Supreme 
Court. It was reaffirmed some time later 
in Helvering v. Minnesota Tea Company 
[36-1 ustc $9015], 296 U. S. 378, and 
was applied many times by the Circuit 
Courts of Appeals and the lower courts in 
cases such as Chisholm v. Commissioner 
[35-2 ustc 79493], 79 F. (2d) 14, and 
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Bremer v. White [35-1 ustc { 9174], 10 F. 
Supp. 9. All the early interpretations indi- 
cated that what the Court was talking 
about in the Gregory case was a sham, 
something not intended to be real. Instead 
of questioning who benefited or why they 
benefited, these cases discussed whether the 
transaction was genuinely carried out, with 
the intention that it should be effective 
and should remain effective. That is a long 
way from what this doctrine means today. 


Treasury Interpretation 


It has been mentioned that in 1934 the 
idea received legislative sanction in the 
report of the Ways and Means Committee. 
It was again expressed in the regulations 
adopted by the Treasury Department after 
the passage of the 1934 Revenue Act, and 
still in effect, in a form to which it is 
difficult to object. Regulations 111, Section 
29.112(g)-1, state that the nonrecognition 
provisions apply to transactions which are 
“incident to such readjustments of corpo- 
rate structures as are required by 
business exigencies,” and further (in Sec- 
tion 29.112(¢)-2) that the reorganization 
“must be undertaken for reasons germane 
to the continuance of the business.” 


The application of those regulations de- 
pends very largely on the interpretation of 
the words used. If it is a “business 
exigency” to sell part of the stock of the 
corporation or otherwise to liquidate all or 
part of the investment of the stockholders, 
the scope of the quoted phrases is very 
broad. On the other hand, the scope will 
be very narrow if “business” means only 
production or merchandising, and does not 
include even a refinancing required to re- 
duce corporate taxes. “Exigency” might 
be deemed to refer only to a situation so 
acute that there is no choice of means; 
but it should include a desirable reorgan- 
ization which might be accomplished by 
various methods or carried out to various 
stages, or might even be left undone with- 
out fatal consequences. 


The Regulations seem to come closer to 
the heart of the problem in providing 
(Section 29.112(g)-1) that there are requi- 
site “a continuity of the business enterprise 

and a continuity of interest therein 
on the part of those persons who were the 
owners,” etc. Even the clause above quoted 
does not say “germane to the business.” 
It says “germane to the continuance of 
the business,” something very different. 
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The idea of continuity will be more closely 
examined later. Section 29.112(a)-1 of 
Regulations III, quoted below, more clearly 
reflects that the legislative purpose was to 
impose no taxes upon transactions which 
do not interrupt in substance the continu- 
ation of an unliquidated investment in cor- 
porate securities of different form. It may 
be hoped that in the application of the 
doctrine of business purpose the trend will 
favor the increasing recognition of the underly- 
ing purpose of these statutory provisions. 


The requirement of a business purpose 
has always been sharply distinguished from 
the acceptance of a tax-saving motive 
The courts have consistently declared that 
they have no concern with motives; yet it 
may be doubted whether this is essentially 
anything more than “lip service.” Except 
for the unstated, and perhaps unrecognized, 
fear that someone was unfairly trying to 
utilize the statutory provisions to avoid a 
just tax, there is no apparent explanation 
for the extreme lengths to which the courts 
have gone to restrict and ‘defeat the appli- 
cation of the statute according to its terms, 
even where the sound rule repudiating a 
“mere sham or subterfuge” does not apply. 
This is recognized in the so-called safe- 
guards proposed in connection with new 
statutory provisions, making them appli- 
cable only when they will not produce too 
much immediate tax saving. Thus, one 
proposal of the American Bar Association 
provides that it shall not apply where 
preferred stock is distributed “pursuant to 
a plan having no substantial purpose other 
than the avoidance of surtax.” 


Question of Public Policy 


It has already been suggested that the 
key to the formulation and interpretation 
of the reorganization provisions is the rec- 
ognition of the essential conflict between 
the necessities of corporate financing and 
the prevention of tax avoidance. The real 
question of the trend in the future is the 
question of public policy—how far the 
protection of the revenues against tax 
avoidance will prevail over the needs of 
the economy for flexibility in corporate 
financial structures without paralyzing in- 
terference by the tax laws. 


Neither by statute nor by court decisions, 
it can probably be anticipated, will it ever 
be established that there is a proper “busi- 
ness or corporate purpose,” or that gains 
will not be recognized for taxation where 
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an elaborate and clearly artificial reorgan- 
ization procedure is adopted for the prim- 
ary purpose of saving taxes, with results 
which would not have been sought except 
to accomplish tax avoidance. 


It may be hoped, however, that there is 
no trend in the direction indicated by the 
case of Heady v. Commissioner [47-1 ustc 
7 9295], 162 F. (2d) 699, aff’'g [CCH Dec. 
14,702 (M)] 4 TCM 800. Apparently after 
much negotiation and considerable study 
of the available means of obtaining a new 
general manager, desperately needed to keep 
the company from going bankrupt, the 
company found that it would be impossible 
to give him a suitable privilege of buying 
some of the corporate stock, upon which 
he insisted, without some recapitalization 
substantially like that which was effected. 
Nevertheless, the Tax Court found that 
there was no proper corporate business 
purpose. The Circuit Court of Appeals 
affirmed but, purporting to follow the 
decision of the Supreme Court in the 
Bazley case, held that purpose was im- 
material. There had been in effect, the 
court said, a bail-out taxable as a dividend 
rather than as a capital gain upon the sale, 
because the effect of the transaction was 
to give the stockholders in cash an amount 
which had been reflected in the surplus of 
the corporation. It is difficult to explain 
how this conclusion can be reconciled with 
the fact that the corporation parted with 
none of its cash and none of its surplus; 
the cash all came from the new manager, 
or would later come, subject to appropriate 
taxation, upon the payment of the newly 
issued debentures. Yet the court intimated 
that its conclusion was not based upon a 
tax-saving motive. 


While this court was sustaining an asserted 
tax on the ground that the effect of what 
was actually done was the same as if some- 
thing entirely different had been done, an 
apparently irreconcilable result, also based 
on the Bazley case and also affirming the 
Tax Court in sustaining an asserted tax, 
was reached by the Circuit Court of Ap- 
peals for the Eighth Circuit in the Survaunt 
case, supra, decided in July, 1947. It was 
there held, with some help from Dobson 
v. Commissioner [44-1 ustc J 9108], 320 U. S. 
489, that a reorganization within the stat- 
utory provisions had been effected, for the 
sole reason that the business was there- 
after carried on in corporate form. This, 
said the court, constituted the required 
business purpose, and the private purposes 
and tax-saving motives of the stockholders, 
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as well as their belief that they were 
liquidating their corporation, were irrele- 
vant under the Gregory case. 


Extension of Doctrine 


It is interesting to note how the doctrine 
of business purpose has appeared in connec- 
tion with other aspects of income taxation. 
It was urged that it was applicable with 
relation to exchanges to controlled corpo- 
rations under Section 112(b) (5) of the 
Internal Revenue Code; but this has been 
denied by the Tax Court. In the Baszley 
case, the Circuit Court of Appeals for the 
Third Circuit, following earlier decisions, 
rejected the contention that the question 
of business purpose was involved in deter- 
mining whether a distribution was equiva- 
lent to a dividend under Code Section 115 
(g). Apparently the question has not 
yet been considered with relation to a stock 
dividend; but since this is always a re- 
capitalization, it may well be held that the 
existence of a business purpose is material. 
The most surprising extension of this con- 
cept appeared in the denial of an interest 
deduction, on the ground that the obliga- 
tions were issued without the required 
business purpose, in a 1943 memorandum 
decision of the Tax Court in the case of 
Humko Company [CCH Dec. 13,642 (M)], 
2 TCM 1121. Having also given con- 
sideration to this question in the two cases 
of Annis Furs, Inc. [CCH Dec. 12,945 (M)], 
I ‘TCM 504. and [CCH Dec. 13,605] 2 TC 
1096, and in the case of Wellhouse [CCH - 
Dec. 13,756], 3 TC 363, the Tax Court 
apparently has now decided that the pur- 
pose is not relevant to the deduction of 
interest in the case of Toledo Blade Company 
[CCH Dec. 16,736], 11 TC —, No. 128. 


The requirement of a business purpose 
in a reorganization has become important 
primarily because of its harsh application 
to the entirely normal and typical case 
where the occasion for a reorganization is . 
to sell or to liquidate a portion of the 
business or a portion of the investment 
in it. In many cases, this cannot readily 
be done because the corporate securities 
are of the wrong kind or the corporate 
structure is not in the right form. The 
buyer may not be adequately protected or 
secured, or perhaps the buyer would get 
too good a bargain because the seller can- 
not be adequately compensated for the 
value of an established good will or a 
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of control. A different corporate financial 
structure will often solve such problems. 


Proper Timing 


It seems frequently to be overlooked 
that even if the reorganization transactions 
are free of tax, the appropriate tax liability 
will be imposed immediately upon the actual 
realization of gain in any form other than 
corporate securities representing a continu- 
ing investment in the same business venture, 
or a successor or substituted corporate 
venture. It is forgotten that anything 
which can be done by a reorganization 
usually could have been done without tax 
liability when the corporate structure was 
first set up. Even the redeemable preferred 
stock and the readily salable debentures 
which have recently caused so much con- 
cern could have been issued upon original 
incorporation, and later could have been 
sold with no tax liability except upon the 
capital gain, whether sold by one stock- 
holder or by all of them, acting in concert 
and pro rata. 


No one has explained why there should 
be a devastating difference in tax liabilities 
between the taxpayer who acquired his 
securities some years ago in properly salable 
form and the one who obtained the same 
kind of securities in a recent reorganization, 
perhaps required to make up for a former 
lack of foresight or for the absence of a 
lucky accident in some prior year. In both 
cases, the proper taxation of a distribution 
of corporate earnings by means of a re- 
demption of stock or in connection with 
a reorganization is adequately provided for 
by Sections 115(g) and 112(c) of the In- 
ternal Revenue Code. <A _ real loophole 
could easily be closed by extending that 
rule to apply to a payment or redemption 
of bonds or other debt securities under 
certain circumstances where now there 
could be only a capital gain. A _ similar 
rule could also be made applicable to any 
redemption which followed a sale within 
a specified period, if that is desirable. The 
rules presently applicable to complete liqui- 
dations may also need revision to prevent 
unwarranted tax avoidance. Until such 
changes are made, it will be relatively easy 
for the holders of certain forms of securities 
to liquidate part of their investment and 
even to take earnings out of their corpo- 
ration, subject only to capital gain rates— 
provided only that they do not effect a 
reorganization in the process. 


Corporate Reorganizations 








The law should be changed with pro- 
spective and not retroactive effect, and 
only after wide public discussion. As the 
present law has been generally understood, 
the attitude which it was believed to ex- 
press was well described by Thomas N. 
Tarleau (Proceedings of the New York Uni- 
versity Sixth Annual Institute on Federal 
Taxation (1947), pp. 266, 277): 


“Whether the company is a closely held 
company or a public company a stock- 
holder should have the right to split up 
his investment into a convenient form in 
order to sell without incurring more lia- 
bility than the capital gains tax on the 
sale of capital assets. Such a purpose, in 
my opinion, is a proper business purpose 
justifying the stockholders in recapitalizing 
the corporation. To find ordinary income 
in such cases would merely serve to freeze 
existing corporate structures and to pre- 
vent desirable liquidity of stockholder 
interests.” 


Underlying Purpose 


That leads directly to the question: 
What are these statutory provisions really 
intended to accomplish? What is the under- 
lying legislative purpose? What objectives 
should be sought by revision of the law? 
This is fundamental to all thinking about 
these problems. 


No one can dispute the rule stated by 
Mr. Justice Frankfurter in the Bazley case 
that in the construction of the statute 
the scope to be given to its various sections, 
all of which converge toward a common 
purpose, should be dominated by the under- 
lying purpose. But it is indeed amazing 
that the Bazley case, and other decisions 
of the Supreme Court such as the Le Tulle 
case, should demonstrate that after more 
than twenty years of litigation concerning 
these provisions, the Supreme Court should 
still be governed by such complete mis- 
conception of the legislative purpose, con- 
flicting with its own earlier decisions and 
those of many other courts. 


For example, in the Bazley case Mr. Justice 
Frankfurter said: 


“But there are circumstances where a 
formal distribution, directly or through 
exchange of securities, represents merely a 
new form of the previous participation in 
an enterprise, involving no change of sub- 
stance in the rights and relations of the 
interested parties one to another or to the 
corporate assets. As to these, Congress 
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has said that they are not to be deemed 
significant occasions for determining tax- 
able gain.” 


The learned justice does not say that he 
has made an all-inclusive statement, but 
his language will doubtless be cited as 
authority for the proposition that there is 
no reorganization under the statute where 
there is any substantial change in the rights 
and relations of the parties to one another 
or to the assets. This is not only com- 
pletely at variance with the judicial history 
of this question, but also entirely unrealistic. 


It has always been recognized that even 
without any statutory provision, no in- 
come tax liabilities result from a_ trans- 
action which amounts merely to a change 
in form and involves no change of sub- 
stance. In such a case there is no realized 
gain, either in substance or in law. The 
statutory provisions are needed only to 
provide for the cases where a gain has been 
technically realized in substance (as was 
held with reference to exchanges of securi- 
ties in reorganizations by the early Supreme 
Court decisions under the 1913, 1916 and 


1918 Revenue Acts), but where public policy 


indicates that there should be no immedi- 
ate tax. It has also been recognized in 
many decisions that the nonrecognition pro- 
visions may apply notwithstanding the most 
substantial changes in the rights of the 
interested parties in relation to each other 
or to the corporate assets. Thus, in the 
simplest type of reorganization, where a 
very small enterprise is acquired by a very 
large corporation, a small group may give 
up the complete ownership of a small aggre- 
gate of assets in exchange for minute 
fractional interest in a great aggregate of 
entirely different assets, the ownership of 
which they share with perhaps thousands 
of people with whom they had no prior 
relationship. Probably this point could be 
further illustrated by hundreds of similar 
situations which have been recognized as 
reorganizations. 


Construction of Section 112 


The Treasury Regulations contain a much 
more acceptable statement in this connec- 
tion. Section 29.112(a)-1 of Regulations 
111 refers to exchanges where the differences 
between the property parted with and the 
property acquired are “more formal than 
substantial,” and _ states: 


“The underlying assumption of these 
exceptions is that the new property is sub- 
stantially a continuation of the old invest- 
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ment still unliquidated; and, in the case 
of reorganizations, that the new enter- 
prise, the new corporate structure, and the 
new property are substantially continuations 
of the old, still unliquidated.” 


Note that the reference is to an un- 
liquidated investment, not to an _ unliqui- 
dated business. This seems to reflect 
accurately the purpose of Section 112, under 
which it should be entirely possible to 
change the nature of the business in the 
course of a reorganization, just as the 
nature of the business might be changed 
without tax consequences under a continu- 
ing ownership by the same corporation, 
with no readjustment of financial structure 
or securities. Indeed, if the Treasury De- 
partment could control its representatives 
in the courts so that they would never 
urge contentions not in harmony with the 
spirit of the Regulations, in this field, at 
least, most of the problems raised by 
the judicial innovations might be avoided. 


These statutory provisions were designed 
to prevent taxation in cases where the 
investment was continued without liquida- 
tion, without segregation and without 
realization in something other than cor- 
porate securities meeting the statutory 
specifications. The Tax Court, in the case 
of Lewis Estate, supra, has made an illumi- 
nating statement: 


“The reorganization provisions of the 
statute were designed to permit of some 
flexibility, without present tax incidence, 
in changing the mode of conducting corpo- 
rate business. Their purpose was to relieve | 
from tax cases in which persons engaged 
in corporate enterprises might wish to con- 
solidate or divide, to add to, or subtract 
from their holdings.” 


That is the theory which should govern 
the determination of all the questions of 
construction of Section 112. Instead, it 
seems frequently to have been ignored 
entirely. The judicial disregard or mis- 
apprehension of the underlying legislative 
purpose has destroyed the essential objec- . 
tives of the statute—namely, that the tax 
consequences of such business transactions 
should be predictable with reasonable cer- 
tainty and assurance, and should be based upon 
a sound economic policy determined by the 
legislative and not by the judicial process. 


The structure and arrangement of the 
statutory provisions have a significant bear- 
ing upon the legislative intention, but they 
also have been largely disregarded in the 
construction of the statute. It is quite 
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clear that the definition of reorganization 
carries no tax consequences, in and of it- 
self, but is significant only as the term 
“reorganization” is employed in the earlier 
paragraphs of Section 112, in connection 
with various exchange transactions there 
described. This may be illustrated by the 
Pinellas case, supra. If it is assumed that 
the definition of “reorganization” had read 
exactly the same, but that there had then 
been in effect, in place of Section 112(b) 
(3), provisions that there should be no tax 
on an exchange of stock for stock or 
securities or money or other property in a 
reorganization, doubtless it would then 
have been impossible to make any distinc- 
tion between a transfer in a reorganization 
for stock and a transfer in a reorganization 
for cash or its equivalent. This was clearly 
pointed out in the case of Cortland Specialty 
Company, supra, in the Circuit Court of 
Appeals. The court there demonstrated 
that a continuity of interest was required 
under Section 203 of the Revenue Act of 
1926, corresponding to Section 112 of the 
Code, because the paragraph governing the 
exchange there involved, and all related 
paragraphs of the section, were consistently 
restricted to exchanges of “stock or securi- 
ties.” This excellently expresses the idea 
of continuity of interest. We shall see 
later what has happened to the original 
idea that a “security” is an instrument 
which gives such a continuity of interest 
as to be within the general scope of the 


statutory intention not to tax a continuing 
investment. 


Postponement of Tax 


Another cause for misapprehending the 
underlying purpose of the statute is the 
idea that it provides for “tax-free” re- 
organizations, whereas it merely defers 
the tax until a subsequent realization. In 
the early days these provisions doubtless 
were used mostly to escape taxation by 
means of indefinite postponement. But 
it was always recognized that at some 
time and under some circumstances the 
ultimate tax might be substantially increased 
by reason of these provisions. At one time 
there was much concern over the double 
taxation of a corporation which was re- 
quired to use a low basis for its assets 
acquired in a reorganization, and ultimately 
pay a tax upon the same appreciation which 
had in effect been realized by the security 
holders in the reorganization and upon 
which they would be taxed when they 
ultimately liquidated their investment. The 


Corporate Reorganizations 


ultimate taxes of the security holders might 
also be increased because of higher rates 
in effect at the time of ultimate realization 
or other changes in the law. Unfortunately 
such effects of the statute were often over- 
looked by the courts, and the resulting 
misconception of its purpose and nature 
has definitely affected the construction of 
the statute. The courts have assumed 
that they were dealing with a tax exemp- 
tion, and that they must be very careful 
not to let any revenue escape. When the 
Commissioner has invoked these provisions 
in support of increased taxes, the courts 
have been much less reluctant to find that 
their requirements have been fulfilled. 


An intriguing opportunity for speculation 
as to the result in the courts can readily 
be found by assuming a case in which the 
reorganization provisions operate at the 
same time to increase and to reduce taxes 
for the different parties concerned. Con- 
sider, for example, a situation like that 
presented in the case of Lewis Estate, where 
a part of a business was disposed of and 
the stockholders desired to liquidate a 
portion of their investment. In that case, 
it was held that they had made a mistake 
in carrying on the remaining part of the 
business in a continuing corporation, so 
that the stockholders received a dividend 
distribution, rather than a capital gain 
upon a complete liquidation as they had 
intended. Suppose the estate there involved 
has owned only half the stock, and the 
remaining half had been owned by a corpo- 
ration. Then what? 


Inconsistent Positions 


The taxpayers, the Commissioner and 
the courts would have faced quite a dilemma. 
Probably both the taxpayers and the Com- 
missioner would have taken shamelessly 
inconsistent positions. The corporation 
would have urged, of course, that it had 
received a dividend, and that it was taxable 
upon. only fifteen per cent thereof. The 
Commissioner would have taken the op- 
posite position, insisting that a capital 
gain had been realized in a complete liqui- 
dation. It would not be too surprising to 
find different courts in different jurisdictions 
holding both ways—in the suit of the 
estate, that this was a reorganization be- 
cause there was a real corporate purpose 
and a real continuity of enterprise and of 
interest, and in the suit of the corporation, 
that there was no reorganization because 
there was no proper corporate purpose 
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and no substantial continuity of the enter- 
prise, and because the taxpayers were 
estopped from denying the legal effective- 
ness of their own representations that there 
had been a complete liquidation. That 
would not be much stranger than what 
has actually happened in some of the re- 
ported decisions in this field. 


In contrast with the prevaling willing- 
ness of the courts to defeat the contentions 
of the taxpayers in one way or another, 
a conspicuous example to the contrary is 
the case of Seiberling Rubber Company v. 
Commissioner [48-2 ustc { 9343], 169 F. 
(2d) 595, rev’g [CCH Dec. 15,637] 8 TC 
467, which also offers quite a challenge in 
analysis. The Circuit Court of Appeals for 
the Sixth Circuit, in reversing the Tax 
Court, relied largely upon an_ excellent 
statement of the underlying purpose of 
the statute. In a queerly muddled situ- 
ation, where there were several good reasons 
why the Commissioner should have won, 
the court found that a reorganization had 
been effected in compliance with the stat- 
utory requirements. 


In another case, that of Standard Realiza- 
tion Company, supra, the Tax Court has 
gone very far in reaching a decision in 
favor of the taxpayer, in a situation quite 
similar to that involved in Lewis Estate, 
where the taxpayer lost. These decisions 
demonstrate, among other things, how far 
we are removed from the desirable goal of 
certainty, predictability, uniformity and 
equality in taxation. 


‘Continuity of Interest’ 


The requirement for “continuity of inter- 
est” in a reorganization demands at least 
brief consideration. It has generally been 
regarded as a judicial requirement but, 
except for some judicial refinement, has 
always been implicit in the statutes. In 
the traditional reorganization transactions 
—merger, consolidation, transfer to a ‘con- 


trolled corporation, recapitalization and 
mere change in identity or in form or 
place of organization—it is difficult to 


conceive of the absence of a continuity of 
interest. As to those reorganization trans- 
actions created by the statutes, namely, 
the acquisition of the controlling stock or 
of substantially all the properties of another 
corporation, there has been since 1934 a 
specific statutory requirement of a continuity 
of “stockholder interest,” because the stat- 
utory definition of “reorganization” is re- 
stricted to such an acquisition in exchange 
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solely for voting stock, plus assumption 
of liabilities. Under the statutes prior to 
the 1934 Revenue Act, the judicial require- 
ment was based upon the meticulous 
repetition of the references to “stock or 
securities” in the nonrecognition sections 
of the statutes, already referred to as an 
adequate foundation for the requirement 
of a continuity of interest. 


The extent to which this doctrine is 
dependent upon and corollary to the stat- 
utory use of the term “securities” makes 
completely incomprehensible the decision 
of the Supreme Court in the Le Tulle case. 
Earlier decisions of the Supreme Court, - 
such as Helvering v. Watts [36-1 ustc J 9016], 
296 U. S. 387, had made clear the distinction 
between a short-term unsecured obligation, 
which in fact represented no interest in 
the business and therefore was not a 
“security,” and a long-term secured obliga- 
tion such as a mortgage bond, which repre- 
sented a very real interest in the business 
since it involved the possibility of fore- 
closure and the acquisition of complete 
ownership. In obvious conflict with these 
earlier decisions, but without overruling 
them (indeed, purporting to reaffirm them), 
the Le Tulle case held the length of the 
term of the obligations and their character 
as “securities” to be immaterial. Introducing 
a new distinction b.cween a “stockholder 
interest” and a “creditor interest,” the 
Supreme Court held that the transition 
from an exclusively stockholder interest to 
an exclusively creditor interest was incon- 
sistent with the statutory requirements. 
The Court suggested no answer to these > 
difficult questions: What else could be 
meant by the statutory term “securities” 
except a “creditor interest”? Why should 
a statute which refers repeatedly to ex- 
changes of stock for “stock or securities” 
be construed to mean “stock or stock and 
securities” ? 


The answer is probably to be found in 
the fact that the Le Tulle decision, in 1940, 
was foreshadowing the misconception stated - 
in 1947 in the Bazley case, as quoted above, 
to the effect that there is no reorganization 
if there is any change of substance in the 
rights and relations of the interested parties 
one to another or to the corporate assets. 
While it stands, the Le Tulle decision takes 
all the meaning out of all the earlier cases 
dealing with the term “securities” and 
with the requirement for a continuity of 
interest, and contributes greatly to increase 
the uncertainty as to the law. It should be 
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superseded at an early date by a clear 
statutory expression of the rule which 
Congress determines should prevail. A 
proposal to this effect was included in the 
Magill report and has received strong sup- 
port from other sources. It may be hoped, 
but it cannot be prophesied, that its early 
enactment, together, perhaps, with reason- 
able “safeguards” to prevent a closely re- 
lated sale or bail-out, is indicated by the 
present trend. 











The requirement of “continuity of inter- 
est” thus represents one more of the prob- 
lems of legislative policy in which it must 
be determined how much tax avoidance 
can be permitted and how much inter- 
ference with business activities can be 
tolerated. The recent trend reflects greatly 
increasing consideration of these problems, 
and should forecast some early progress in 
their clarification, if not their solution. 
[The End] 


Mr. Baar, a member of the Chicago firm of Kix- 

miller, Baar and Morris, formerly was chairman 

of the Federal Taxation Committees of the 

Chicago Bar Association and of the Illinois State 
Chamber of Commerce 





necessary to support it. 


eliminated. 


| the excess over $25,000. 





three per cent became effective July 1. 


COST OF LIVING IN CALIFORNIA 


Business forecasters have stated that we are in a mild recession 
and that the cost of living is slowly decreasing. Californians might 
have a difficult time realizing that fact, for their legislature has passed 
its billion-dollar budget and increased income and sales taxes will be 
In the case of the income tax, the temporary 
rates and exemptions which have been in effect since 1943 have been 
Now the personal income tax exemption is $2,000 for 
| single persons and $3,500 for married couples; and the tax rate is 
| graduated from one per cent on the first $5,000 to six per cent on 
30th the increase in the personal income 


| tax and the increase in the sales and use tax from one per cent to 
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The author was counsel for the 
petitioners in May v. Heiner. He 
has observed the struggle between 
the Treasury and the Supreme 
Court over that decision for a num- 
ber or years—a struggle which had 
ended long before Commissioner v. 
Church and Estate of Spiegel v. 
Commissioner were first argued, 
and which started again with the 
order restoring these cases to the 
docket. 


T would be ridiculous (even for an ad- 

herent to.the doctrine of May v. Heiner 
[2 ustc § 519], 281 U. S. 238) not to admit 
that there are two sides to the question of 
what a “transfer intended to take 
effect in possession or enjoyment at or after 
his [the grantor’s] death” means. And 
here we must not lose sight of one thing. 
The question now is this: Is the above 
phrase so clear and unambiguous as to 
require payment of the estate tax on prop- 
erty irrevocably transferred where the trans- 
feror reserved for his life the income 
of the transferred property? If there is a 
reasonable doubt, there can be only one 
answer, under a long-established rule of 
construction. 


This was really the question when the 
statute was first presented to the Supreme 
Court, although many people refused to see 
it and believed that the sole quest was for 
a clear surmise as to what the Congress 
meant by that expression. However, now 
that at least twelve past and present jus- 
tices of the Supreme Court have concluded 
that the language does not clearly and un- 
equivocally require such taxation,’ one would 
think it was settled that it bears that infirmity. 


Many of those who are sure that the 
decision in May v. Heiner is wrong have 


1Chief Justice Hughes and Justices Holmes, 
Van de Vanter, McReynolds, Brandeis, Suther- 
land, Butler and Stone, unanimously in May v. 
Heiner ; Justice Roberts, by participation in the 
decisions in Burnet v, Northern Trust Company 
[1931 CCH { 9163], 283 U. S. 782, Morsman v. 
Burnet [1931 CCH { 9164], 283 U. S. 783, and 
McCormick v. Burnet [1931 CCH { 9165], 283 
U. S. 784; Justices Frankfurter, Reed and 
Burton, by their dissents to the decision of 
the Court in the Church case. 


CHURCHAI 
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probably forgotten (if they ever paid much 
attention to it) why eight judges, with en- 
tirely different philosophies and strong 
predilections for disagreement, combined 
unanimously to commit such a glaring “error.” 
This is what the Court said: 


“In Reinecke v. Northern Trust Co. [1 ustc 
7 347], 278 U. S. 339, 347, the estate tax 
prescribed by the Revenue Act of 1918, Sec- 
tion 402(c), and carried into the Act of 1921 
(November 23), 42 Stat. at L. 278, chap. 
136, -as Section 402(c) thereof, was under 
consideration. This court said: 


“Tn its plan and scope the tax is one 
imposed on transfers at death and is meas- 
ured by the value at death of the interest 


which is transferred. . . . One may freely’ 


give his property to another by absolute 
gift without subjecting himself or his estate 
to a tax, but we are asked to say that this 
statute means that he may not make a gift 
inter vivos, equally absolute and complete, 
without subjecting it to a tax if the gift 
takes the form of a life estate in one with 
remainder over to another at or after the 
donor’s death. It would require plain and 
compelling language to justify so incongru- 


ous a result and we think it is wanting in. 


the present statute... . 


“‘In the light of the general purpose of 
the statute and the language of Section 401 
explicitly imposing the tax on net estates of 
decedents, we think it at least doubtful 
whether the trusts or interests in a trust 
intended to be reached by the phrase in 
Section 402(c), “To take effect in possession 
or enjoyment at or after his death,” include 
any others than those passing from the pos- 
session, enjoyment or control of the donor 
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at his death and so taxable as transfers at 
death under Section 401. That doubt must 
be resolved in favor of the taxpayer.’” 


“Interpretation” 


That the language referred to is not so. 
clear and plain as to be read and understood 
easily, but requires “interpretation,” would 
seem to be conceded in the opening para- 
graph of the Court’s opinion in Commissioner 
v. Church [49-1 uste J 10,702], 335 U. S. 632: 
“This case raises questions concerning the 
interpretation of that part of Section 811(c) 
of the Internal Revenue Code which for 
estate tax purposes requires including in 
a decedent’s gross estate the value of all 
the property the decedent had transferred 
by trust or otherwise before his death which 
was ‘intended to take effect in possession or 
enjoyment at or after his death. .. .’ Estate 
of Spiegel v. Commissioner . . . involves ques- 
tions which also depend upon interpretation of 
that provision of Section 811(c).” (Italics 
supplied.) The term “interpretation” was 
not inaptly used. “To interpret” has been 
defined thus: “1. To give the meaning of; 
explain . . .; 3. To construe; consider or 
regard in one’s own way.”” Justice Reed, 
in his dissent in the Church case, refers to 
the “many possible shades and ambiguities” 
of such words as “possession or enjoyment.” 


We have this situation: Twelve justices 
of the Supreme Court, among them some of 
the ablest jurists this country has produced, 
say that the language is so doubtful that 
they cannot see how it fits this case, while 
six justices say in effect: “Not so. It so 
clearly covers this case that we can’t see 





2Funk & Wagnalls’ New Standard Dictionary. 
Church and Spiegel 





Member of Sachs & Caplan, Pittsburgh 


how there can be any doubt about it.” How 
can one person deny another person’s state- 
ment that a certain phrase is not clear to 
him? To do that, he would have to have 
the power to make an investigation of the 
other person’s mind and see clearly there 
either “weakness of intellect” or willful 
misstatement. 


Disregard of Traditional Rules 


To tear up May v. Heiner by the roots, 
everything in the way had to be trampled. 
The familiar rules for construing tax stat- 
utes and contracts were ignored, as was the 
doctrine of de minimis. Legislative history 
was “flouted.” The doctrine of stare decisis 
(in this instance amounting to a rule of 
property which has stood for more than 
eighteen years) was disposed of by referring 
to, among other things, the “abiding convic- 
tion of the Treasury that the May v. Heiner 
statutory interpretation should be rejected,” 
and to what was said in Helvering v. Hallock 
[40-1 ustc { 9208], 309 U. S. 106, on stare 
decisis. The break with the past would have 
been sharper had the Hallock case expressly 
overruled May v. Heiner, if we assume that 
the Court in the Hallock case was willing to 
do that besides holding the corpus of the 
trust in the case before it taxable. The fact 
remains that in no case similar to May v. 
Heiner, after that case was decided, was 
there a holding of taxability by the Supreme 
Court except in Commissioner v. Church. 


Stare Decisis 


The doctrine of stare decisis is not some- 
thing dragged in where the Court’s opinion 
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on a legal question is im accord with the way 
other judges have determined the law. It is 
a yielding to respectable authority by a 
Court which would probably decide the mat- 
ter differently were it not for the fact that 
more harm than good would result from 
upsetting previous decisions. If there were 
no yielding, if everyone held to his opinion 
and would under no circumstance change 
it, this would indeed be a difficult world to 
live in. 

Rules of property are in a different class 
from other rules. As there was no one 
fairly to be estopped by the doctrine of 
Swift v. Tyson, 16 Pet. 1, Tompkins could 
not claim he was unfairly prejudiced by the 
change of rule-in his suit against the Erie 
Railroad.* He did not pick a state in which 
to be hurt because the laws of that state 
were more favorable. After the accident, he 
shopped around, and decided to sue in the 
courts of New York instead of Pennsyl- 
vania, the state where the accident happened. 
When it comes to dealing with property in 
countries which believe in free enterprise 
and property rights, men often do consider 
the laws in advance and regulate their con- 
duct accordingly. That is why stare decisis 
has come to be accepted as a just and fair 
rule for the guidance of courts. 


No Escape 


In its desire to annul the doctrine of May 
v. Heiner and to leave no doubt about its 
annihilation, the Court has declared that 
practically no trust transfer of the kinds 
which have been drawn by the profession 
for years can escape estate tax liability. The 
Court pointed to what it considered the fatal 
difficulty in the Spiegel trust (Estate of 
Spiegel v. Commissioner [49-1 uste J 10,703], 
aan U.S. 702): “. no provision was 
made for distribution of the corpus and its 
accumulated income should Mr. Spiegel 
survive all of his children and grandchil- 
dren.” Suppose Mr. Spiegel had provided 
for that eventuality by directing the distri- 
bution to charity;* the charity might not 
have been in existence at that time, and 
there would again have been some legal 
reverter to plague the estate. Would the 
cy pres doctrine help out? Is it good 


“Erie Railroad Company v. Tompkins, 306 
U.S. 64. 

4 The grantor ‘‘can do this [remove all possi- 
bility of reverter] . .. by an ultimate devolu- 
tion to some organized charity.’’ Foosaner, 
“‘Church-Spiegel Decisions—A New Bombshell 
to Existing Trusts,’” TAxEs—The Tax Maga- 
Zine, May, 1949, p. 444, at p. 452. 





712 








against the Treasury, whose rights attach 
upon the death of the grantor? The substi- 
tuted beneficiary might go out of business, 
and so the “reverter” would continue ad 
infinitum. No, the Spiegel trust could not 
have been written in such a way as to avoid 
estate tax liability.° It is impossible to get 
away from the fact that the father is an 
heir of his progeny if they do not leave 
closer heirs. 


Therefore, although it would seem that 
the Court in the Church case cited the Hal- 
lock case in apparent recognition of the fact 
that an estate tax can be avoided by a 
“trust transfer” if it measures up to certain 
standards, no trust, as a matter of fact, can 
meet such standards. The grantor cannot 
be rid of the so-called reverter, of which he 
has probably never heard. He must have 
“no possible residuary interest in title.” 

It is now impossible for a parent to pro- 
tect his children from their improvidence 
without subjecting his estate to estate tax 
liability on the property which he would set 
aside for their support by a transfer in 
trust. Indeed, it may not be possible for a 
philanthropist to give away his property for 
the benefit of his fellow men in the form of 
a trust or foundation without running a 
similar risk. He cannot now be guaranteed 
that years later the portion of his estate 
which he left to take care of his family will 
not be swept away, or greatly diminished, 
by the trust for charity made years ago. 
All this has been brought about by a mean- 
ing given to perfectly simple and innocent 
words—“intended to take effect in posses- 
sion or enjoyment at or after death.” 


It may be asked whether it was necessary 
to use such absolute, all-inclusive generali- 
ties of language to overrule May v. Heiner. 
It was, if the overruling was to cover the 
Church and Spiegel trusts. Drawing a bull’s- 
eye around the bullet hole shows the hole 
in the center. 


Intent of Parties 


It is a cardinal rule of construction that a: 
contract should be so construed as to give 
effect to the intent of the parties. Where 
language is plain and definite, the expression 


5 It has been suggested that it might have been 
done by providing that in case Mr. Spiegel 
should survive all of his children and grand- 
children, distribution of the corpus and its ac- 
cumulated income would be made to the United 
States. A ‘‘captious’’ objection to this is that 
the United States might renounce the gift of 
its interest. The remainder might be worthless; 
the estate tax would be substantial. See Foo- 
saner, op cit. 
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(the word picture) and the intent (the mind 
picture) are superimposed and are identical, 
just as an object focused through two sound 
eyes forms, substantially, the same clear, 
sharp image on the retina. Where the words 
used are not clear and may mean different 
things to different persons, or to the same 
person, construction or interpretation to de- 
termine the meaning becomes necessary. 
There are rare occasions when the law 
ignores the intent of a grantor, usually when 
he tries to accomplish something against 
public policy, as, for instance, the creation 
of an estate in fee tail. But it is quite 
another matter to refuse to make an inquiry 
to determine the intent of the grantor when 
the result is to impose upon his estate a tax 
which the legislator never intended. 


The Court said in the Spiegel case: “The 
contention of the taxpayer rests in part on 
the argument that Section 811(c) imposes 
a tax only where it can be shown that the 
settlor’s intent was to reserve for himself a 
contingent, reversionary interest in the prop- 
erty.” And then the Court refused to inquire 
whether there was such an intent because a 
“post death attempt to prove the settlor’s 
thoughts in regard to the transfer would 
partially impair the effectiveness of the ‘pos- 
session or enjoyment’ provision as an in- 
strument to frustrate tax evasions.” It is 
nothing new to the law to hear proof of 
someone’s “thoughts,” another word for 
intent. Courts must do that all the time in 
criminal and civil cases. In this case, it is 
quite easy, because it is manifest that the 
grantor did not intend to reserve for him- 
self the reversionary interest which was 
pinned on him. It would have been such a 
simple matter to provide for it. Further- 
more, the statute itself has something to 
say on the subject. Before the words “pos- 
session or enjoyment,” appears the word 
“intended.” Intended by whom? By the 
disputed law of trusts of Illinois, or by the 
grantor? 


Diversity of Tax Administration 


The Court apparently did not realize how 
it was nullifying one declaration—its prime 
objective in these two cases—by another 
declaration. It was moved in the Church 
case to reverse the long-standing May wv. 
Heiner decision “in the interest of sound 


6 The future will show the confusion ushered 
in by these decisions. Let us consider the case 
of a resident of Pennsylvania who makes two 
transfers in trust, one of personalty and the 
other of real estate situate in the State of 
New York. Later the grantor moves to Cali- 





Church and Spiegel 





tax and judicial administration.” We take 
it that sound judicial administration would 
mean uniform administration of tax laws, so 
that a citizen of Illinois would be affected 
in the same way as a citizen of New York 
or Pennsylvania in a substantially similar 
situation. But now entirely different results 
would be obtainable after searches into state 
laws. We have a sort of Erie Railroad v. 
Tompkins doctrine applied to federal taxes. 
That may have been necessary some time 
ago because of the peculiar community- 
property law in effect in some states, but 
there is no such compelling necessity for 
transfers in trust. 


This diversity in administering or apply- 
ing the estate tax law is accomplished by 
getting away from the “intent” element 
the most important thing in the statute—and 
announcing that the “taxability of a trust 
corpus under this provision of Section 811(c) 
does not hinge on [the] settlor’s motives 
but depends on the nature and operative 
effect of the trust transfer.”’ On the surface, 
no objections can be taken to the announce- 
ment. The difficulty is, however, that there 
is no such certain thing as “the nature and 
operative effect” of a trust-transfer; the 
opinion of the Court demonstrates that.° 

The development of the argument which 
was to end in the holding that the corpus 
in the Spiegel case was taxable is interesting. 
The Court first stated that the Court of 
Appeals had held that the “possession or 
enjoyment of Section 811(c) required inclu- 
sion ... under the rule declared in Helvering 
v. Hallock.” (Italics supplied.) The Court 
of Appeals did not find that the language of 
the statute clearly required the inclusion. 
The “rule declared in Helvering v. Hallock” 
was necessary. Without the “help” of Hel- 
vering v. Hallock, a conclusion that the trust 
was taxable would be considered bizarre as 
soon as the trust instrument was read and 
it was seen that the grantor irrevocably gave 
away income and principal. Incidentally, the 
language of the trust instrument is so 
straightforward that it does not fall into the 
dragnet of the 1932 amendment to Section 
811(c)—the ultimate in sweeping language: 
the trustor’s retention of possession or en- 
joyment “for any period not ascertainable 
without reference to his death or for any 


period which does not in fact end before his 
death.” 





fornia and dies domiciled there. Before the tax 
administration reaches the question of whether 
there is a legal reverter, it will have to delve 
into the difficult subject of conflict of laws to 
determine which state law controls. There is 
no way to avoid this under the Spiegel decision. 
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If Reinecke v. Northern Trust Company, 
supra, does not “directly support” May v. 
Heiner, as the Court pointed out, the angle 
of support which the Hallock case affords to 
Spiegel v. Commissioner is much wider, for 
that case involved a trust which expressly 
provided that the corpus should revert to 
the settlor in the event he outlived the 
beneficiaries. 


Mr. Justice Frankfurter, the writer of the 
opinion in the Hallock case, vehemently denied 
the “rule” seen in it by the Court of Appeals. 
“The opinion of the majority in the Hallock 
case,” said Mr. Justice Frankfurter, “did 
not, either expressly or by implication, de- 
clare that May v. Heiner was no longer the 
accepted interpretation of the pre-1931 part 
of the language of Section 81l(c).... It is 
significant that only one of the many circuit 
judges who have dealt with the Hallock case 
has thought that it overruled May v. Heiner 
or that the interpretation there announced 
was to be changed.” (Italics supplied.) 


The Court said: “The Hallock case held 
that where a person while living makes a 
transfer of property which provides for a 
reversion of the corpus to the donor upon a 
contingency terminable at death, the value 
of the corpus should be included in the de- 
cedent’s estate under the ‘possession or en- 
joyment’ provisions of Section 811(c) of the 
[nternal Revenue Code.” (Italics supplied.) 

“To provide” is defined as “to stipulate”; 
and “to stipulate” means thig: “1. To specify 
as being a term of an instrument, lay down 
as a requirement or condition; 2. To men- 
tion specifically; particularize.”* We do not 
question the above statement on the holding 
of the Hallock case; but if the “normal 
factual” meaning is to be given to the word 
“provides,” the extension of that doctrine to 
the Spiegel trust is unwarranted. 


It is reasonably certain that if it were not 
for the St. Louis Union Trust Company cases,* 
Hallock v. Helvering would not be on the 
books. The case which was supposed to 
have overruled May v. Heiner would not 
have seen the light of day, for Klein v. U. S. 
[2 ustc { 706], 283 U. S. 231, would have 
been the settled law for trusts which ex- 
pressly reserved remainders for grantors. 
The Court in the Church case, in the begin- 
ning of its discussion of the questions involved, 
followed immediately by the disposition 
thereof, gave the possibility of reverter as 


™Funk & Wagnalls’ New Standard Dictionary. 

8 Helvering v. St. Louis Union Trust Company 
[36-1 ustc { 9005], 296 U. S. 39; Becker v. St. 
Louis Union Trust Company [36-1 ustc { 9006], 
296 U.S. 48. 

®* About three years ago the Commissioner 
stipulated that several trusts similar to the 
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the first ground and the retention of a life 
estate as the second ground for holding the 
corpus of the trust includible in the gross 
estate. Moreover, it was because of the con- 
flict between the Third and Seventh Circuits 
on the reverter element—“visible only to 
their [the majority’s] mind’s eye,” according 
to the writer of the opinion in the Hallock 
case—that the case reached the Supreme 
Court, and afforded an opportunity to over- 
rule May v. Heiner. 


May v. Héiner was accepted as settled law 
for irrevocable trusts (pre-1931) wherein the 
grantor reserved the income for his life. 
While the Court in the Church case cited 
certain actions of the government to show 
that the ferment was still going on, these 
things really prove the opposite. Said the 
Court: “And in Hassett v. Welch [38-1 ustc 
79140] the Government did not ask the 
Court to re-examine or overrule May wv. 
Heiner or the three per curiam cases that 
relied on May v. Heiner. In fact, the Gov- 
ernment brief argued that May v. Heiner on 
its facts was distinguished from Hassett v. 
Welch. The Government brief also pointedly 
insisted its position in Hassett v. Welch did 
‘not require a re-examination of the three 
per curiam decisions of March 2, 1931’,” etc. 
But why did the government not ask the 
Court to re-examine or overrule May uv. 
Heiner? It did not occur to it to question 
May v. Heiner in the Church case until the 
Court gave a broad hint in the order restor- 
ing the case to the docket—so thoroughly 
had the clamor been stilled by that time.® 


New Extreme 


If the St. Louis Union Trust Company cases 
had not been decided as they were, we would 
not have needed their rejection in the Hal- 
lock case, and we would not have the con- 
troversy about its “rule” or “implications.” 
An extreme in one direction has brought 
about an extreme in the opposite direction. 
St. Louis Union Trust Company is the whip- 
struck by a tax of approximately $450,000 
because of an alleged “reverter” worth $70. 
at the time of the grantor’s death.” Truly, 
it is the shadow and not the “substance of 
the transaction” that is “made the sole test 
of taxability under Section 811l(c).” If the 
May v. Heiner decision “came almost like a 


(Continued on page 760) 


trust in May v. Heiner were not taxable. The 
case went to trial because of other issues upon 
which the parties could not agree. Estate of 
Walter May (CCH Dec. 15,792], 8 TC 1099. 

1° Dissent of Burton, J., in Commissioner . 
Spiegel. 
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ASSIGNMENT OF LIFE POLICIES 
and the Marital Deduction 


By ROBERT J. LAWTHERS 


A LOAN FROM A BANK USING POLICIES AS COLLATERAL AND 
A LOAN FROM AN INSURANCE COMPANY MAY NOT HAVE THE 
SAME TAX EFFECTS BECAUSE OF THE MARITAL DEDUCTION 


HE BASIC PROBLEMS in connection 

with the marital deduction have had very 
careful and thoughtful consideration. In 
view of the newness of the concept, it is 
natural that there should have been such 
emphasis, and that certain details have been 
more or less overlooked. However, life in- 
surance is so extensively used as security 
for indebtedness that it seems worth while 
to consider carefully some of the possible 
results of such use in connection with the 
marital deduction. 


Section 812 (e)(1)(E) of the Code reads 
in part: 


“Valuation of Interest Passing to Surviv- 
ing Spouse——In determining for the pur- 
poses of subparagraph (A) the value of any 
interest in property passing to the surviving 
spouse for which a deduction is allowed by 
this subsection— 


“(ii) where such interest or property is 
encumbered in any manner, or where the 
surviving spouse incurs any obligation im- 
posed by the decedent with respect to the 
passing of such interest, such encumbrance 
or obligation shall be taken into account in 
the same manner as if the amount of a gift 
to such spouse of such interest were being 
determined.” 


It accordingly seems clear that any en- 
cumbrance of a life insurance policy may 


diminish the amount of its proceeds for the 
purpose of determining the maximum marital 
deduction which may be taken on account of it.’ 


When loans are made from a life insur- 
ance company on the security of its policies 
according to the loan provisions of the poli- 
cies, there is in effect separate “indebted- 
ness” on each policy. By the usual terms of 
the policy each such loan is made “on the 
sole security of the policy,” and the insur- 
ance company can collect only from the pro- 
ceeds or value of the policy. 


Accordingly, in connection with this sort 
of loan, one may consider each policy sepa- 
rately, as though the amount of insurance 
which it provided were the difference be- 
tween its face amount and the amount of 
loan outstanding against it. 


1From the definiteness with which Section 
812 (e) (1) (E) of the Code provides that en- 
cumbered property is to be valued in the same 
manner as if the value of a gift were being 
determined, one might suppose the existence of 
detailed statutory provisions regarding the valu- 
ing of donated property for gift tax purposes, 
or, failing this, at least long-established, de- 
tailed regulations. Unfortunately, one finds 
neither. One does not even find an extensive 
well-established body of case law. D. 8S. Jack- 
man [CCH Dec. 11,853], 44 BTA 704, and Fred- 
eric W. Procter [44-1 ustc { 10,123], 142 F. (2d) 
824 (also [45-2 ustc { 10,232] 151 F. (2d) 603) 
both held that indebtedness secured by the prep- 
erty should be deducted in determining the 
value of the gift. 


The author is director of the Benefits and Estate Planning Department of the New 
England Mutual Life Insurance Company, Boston. His article entitled “The 
New Marital Deduction and Insurance and Annuity Contracts” was 
published in the November, 1948 issue of this magazine 
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An insurance company cannot ordinarily 
be required to permit this indebtedness to 
be paid after the insured’s death, but many 
companies are willing extracontractually to 
permit this. It might be thought to be to 
the advantage of the insured, in some 
cases, to direct his executor, if the life insur- 
ance company will permit it, to pay off the 
indebtedness on certain policies and thus 
have the advantage of the greater marital 
deduction which the beneficiary provisions 
of such policies may afford. 


However, such a repayment by the execu- 
tor might be construed as the executor’s 
acquiring for the spouse, pursuant to a direc- 
tion of the decedent, the interest which the 
spouse will have according to the beneficiary 
provisions. This brings up the possible ap- 
plication of Section 812 (e)(1)(B) (iii) of 
the Code.* The result might be the loss of 
the marital deduction, with respect to the 
amount of the repaid loan, if the spouse’s 
interest, according to the beneficiary provi- 
sions, is a terminable one, even though the 
beneficiary provisions do not establish other 
interests to receive upon the termination of 
the spouse’s interest, or, as an alternative, 
even if they meet the requirements of Sec- 
tion 812 (e)(1)(G), specifically referring to 
certain permitted beneficiary arrangements. 


Comparison of Tax Effects 


Because of the extent to which banks, in 
recent years, have been lending on the secur- 
ity of cash values of life insurance policies, 
one is all too apt to jump to the conclusion 
that this type of bank loan, which replaces a 
loan made by the life insurance company, 
will have the same tax effects. This is not 
necessarily true. 


For simplicity, let us assume that an indi- 
vidual’s estate will be comprised of nothing 
except insurance, the beneficiary provisions 
for one half of the proceeds being such as 
would qualify for the marital deduction and 
for the other one half such as would not. 
Were he to borrow from the insurance com- 
pany a certain amount of money, one half 
from the marital deduction policies and the 





2‘*(B) Life Estate or Other Terminable In- 
terest.—Where, upon the lapse of time, upon 
the occurrence of an event or contingency, or 
upon the failure of an event or contingency to 
occur, such interest passing to the surviving 
spouse will terminate or fail, no deduction shall 
be allowed with respect to such interest— 


(iii) if such interest is to be acquired for 
the surviving spouse, pursuant to directions of 
the decedent, by his executor or by the trustee 
of a trust.”’ 
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other one half from the others, his situation 
would not be substantially different from 
what it would have been if he had made no 
loan, except that, in effect, the proceeds of 
each policy would be reduced by the amount 


of the loan on such policy. It is possible, 
however, that very different results will fol- 
low if he makes such a loan from a bank. 


Ordinarily, there will be one note for the 
entire amount of the indebtedness, secured 
by assignments of all the policies; but more 
important still, the assignments which he 
executes will probably empower the creditor 
at his death to satisfy the indebtedness at 
its election from any or all of the policies to 
the exclusion of others. Accordingly, viewed 
as of the moment of the insured’s death, 
those policies with beneficiary provisions 
meeting the requirements for the marital 
deduction may be held to be subject to an 
encumbrance of the entire amount of the 
loan instead of merely one half of the in- 
debtedness. As a result, the maximum avail- 
able marital deduction may be considerably less 
than one half of the adjusted gross estate. 


It may be pleaded that the bank would 
ordinarily satisfy the indebtedness pro rata 
from the proceeds of all of the policies. 
However, it can be shown that banks fre- 
quently do not proceed in this way. It can 
be shown even that bankers frequently con- 
sult with the beneficiaries of the policies, or 
representatives of the estate, and ask them 
to inform the bank how they wish it to act 
in this connection. 


Even though in fact the bank might pro- 
ceed against the policies on a pro-rata basis, 
this might not make any difference, accord- 
ing to the letter of the law, if, in fact, at 
the moment of the insured’s death the bank 
has the right to satisfy its entire indebted- 
ness from the policies with the beneficiary 
provision that meets the marital deduction 
requirements.® 





3The problem is, of course, in determining 
to what extent the value of pledged property 
should be diminished for gift tax purposes, and 
consequently for purposes of the marital de- 
duction, when there is other property, also 
pledged, which may or may not be used to 
satisfy the indebtedness. In D. 8. Jackman, 
supra, the Board of Tax Appeals refused to 
permit the Commissioner, in determining the 
gift tax value, to allow credit for less than 
the full amount of the indebtedness on the 
basis of probable ability of the donor to repay 
the indebtedness. In Frederic W. Procter, 
supra, a later case, the Circuit Court of Appeals 
stated, in connection with the same problem, 
that the rule is not one of law but one for 
arriving at a conclusion of fact, and that since 
in this case there was nothing to show that the 
debt could have been paid otherwise than out 
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It does not appear that one can take 
refuge in the power of the executor to elect 
to value the estate as of the date one year 
after the decedent’s death. We find the 
following in Section 811(j) (referring to 
such optional valuation date): 


“In case of an election made by the ex- 
ecutor under this subsection, then— 


“(B) for the purposes of the deduction 
under section 812 (e), any interest in prop- 
erty passing to the surviving spouse, shall 
be valued as of the date of the decedent’s 
death with adjustment for any difference in 
value (not due to mere lapse of time or the 
occurrence or nonoccurrence of a contin- 
gency) of the property as of the date one 
year after the decedent’s death.” 


It is clear that for the purposes of the 
marital deduction the property qualifying 
for such deduction must be valued as of the 
date of the decedent’s death, with certain 
possible adjustments, but without the right 
to adjust for any difference in value due to 
the occurrence or nonoccurrence of a contin- 
gency. The action which the bank may arbi- 
trarily choose to take, or may take in 
conformity with the instructions of the bene- 
ficiaries or representatives of the insured’s 
estate, may be held not to result in that type 
of adjustment in value for which the law 
provides. 


Even more serious consequences may arise 
when the insured makes his “policy loan” 
from the bank with which he ordinarily does 
business and to which he may otherwise be 


(Footnote 3 continued) 


of the donated property, the court was not pre- 
pared to say that the Tax Court was guilty of 
an error of law in following its rule established 
in the Jackman case. I have been unable to 
find any case in connection with the valuing of 
property for gift tax purposes which parallels 
the situation we are discussing in relation to 
the marital deduction. In connection with the 
future development of the law, there is, of 
course, the interesting situation that a rule 
uniformly applied to gift tax valuation and to 
marital deduction valuation will tend to en- 
hance the government’s revenue in one situation 
and to have the reverse effect in the other. In 
attempting to foresee the position of the Bureau 
and of the courts, one can observe that although 
the establishing of a rule that in both cases 
the value of property is to be diminished by 
any indebtedness for which the property is 
pledged, even if there be other pledged prop- 
erty which may satisfy the indebtedness, would 
be less favorable to the taxpayer in the marital 
deduction situation, it yet might not work out 
too unfavorably from the point of view of the 
government’s revenue in connection with the 
gift tax, because the subsequent satisfaction of 
the indebtedness from nondonated property 
might be held to involve a further gift. 


Assignment of Life Policies 


indebted. In most cases it will be found that 
the assignment which the insured executes 
in connection with the “policy loan” he 
makes from the bank will provide, in sub- 
stance, that the policy is to be held as col- 
lateral security for “any and all liabilities 

that may . arise in the ordinary 
course of business” between the insured and 
the assignee. If any beneficiary joins with 
the insured in making the assignment, usu- 
ally all liabilities of the beneficiary to the 
assignee will likewise be covered. 


Accordingly, one might have a situation 
in which the insured or the beneficiary would 
be indebted to the bank “in the ordinary 
course of business” for more than the entire 
proceeds of the insurance policies, and no 
marital deduction whatsoever would be al- 
lowed in connection with the proceeds of 
those policies, even though, in fact, after the 
insured’s death the bank released all right 
to receive any of the proceeds. 


It is true that in some cases this may make 
no difference, because the beneficiary provi- 
sions of the insurance policies and the pro- 
visions of the insured’s will may be such 
that the maximum marital deduction would 
be applicable in any event. However, the 
more carefully the insured’s estate has been 
“planned,” the more danger there is in the 
loss of the expected marital deduction with 
respect to any single item of the estate. 


All this does not mean that an insured 
may not advisedly borrow from a bank on 
the security of his policies. It does mean, 
however, that a certain amount of caution 
may be necessary whenever this is done. 


Ways to Achieve Objective 


The objective will ordinarily be to achieve 
as nearly as possible the same situation in 
connection with the bank “policy loan” as 
would be obtained were a policy loan made 
from an insurance company. One way of 
achieving this objective would be for the 
insured never to make such a loan from a 
bank to which he, or any beneficiary who 
will join in the assignment, may be other- 
wise indebted and, furthermore, if only part 
of the insurance has beneficiary provisions 
which meet the requirements for the mari- 
tal deduction, to make two separate loans 
from two separate banks, one loan secured 
by this part of the insurance and the other 
secured by the insurance with other bene- 
ficiary provisions. 


The auther, of course, cannot say what, 
beyond this, banks may be prepared to do 
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to meet this problem. It does not appear, 
however, that it should be too difficult for a 
bank, in making a loan secured by life insur- 
ance policies, to establish the legal rights 
and liabilities on the same basis as though 
there had been such separate loans from 
separate banks. 


One solution might be separate notes, one 
for the “marital deduction” policies and one 
for the others, with simple binding agree- 
ments between the bank and the borrower, 
in connection with each note and group of 
assignments, to the effect that the bank 
agrees, despite any provisions to the con- 
trary in its note, assignment or any other 
document, that it shall have no right what- 
soever in connection with the specified in- 
surance policies or their proceeds except as 
security for a note of a specified date or any 
extension or renewal thereof. The details of 
this must be left to bankers, who are ac- 
quainted with the problems involved from 
the point of view of the banks, and who 
will, I am confident, be prepared, to the 
extent consistent with good banking prac- 
tice, to make the necessary adjustments to 
meet the problems of the insured. 


Another solution might be for the insured 
to take out a separate policy, perhaps on a 
term plan; to assign this policy also to the 
bank; and to have a binding agreement that 
at his death, if the proceeds of this new 
policy are in fact payable, the bank will 
proceed solely against this policy and not 
against the others. 


Bankers must, of course, protect their de- 
positors and stockholders. They cannot be 
expected, in order to ease the marital de- 
duction situation for a borrower, to agree to 
any procedure through which, if one or more 
policies should be impossible of collection, 
the bank might lose its right to proceed 
against other policies. On the other hand, 
if a bank would be willing to loan some 
amount against a certain group of policies, 
“A,” and independently to loan some other 
amount against another group “B,” there 
seems to be no reason why, if the insured 
wishes to borrow against both, the bank 
should not be able to separate the two loans 
and their collateral. At any rate, if the 
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banks cannot solve this problem, the in- 
sured can obtain the same results, by mak- 
ing loans on different groups of policies and 
loans secured by general assets of the estate, 
from different banks. 


More difficult of solution is the situation 
in which policies are being assigned to a 
creditor, not primarily in connection with a 
loan similar to the policy loan which would 
be made from an insurance company, but 
in fact for any and all liabilities of the 
insured or others “either now existing or 
that may hereafter arise in the ordinary 
course of business.” 


The solution for this may be to establish 
the beneficiary provisions of the policies in 
such a way as to meet the requirements for 
the marital deduction according to the rules 
established for property in general, without 
taking advantage of Section 812(e)(1)(G) of 
the Code, specifically relating to certain per- 
mitted provisions of insurance policies.‘ 
With this done, and with a careful tying in 
of provisions of the will, the situation may 
be so established that it does not matter 
whether the indebtedness may be paid from 
the insurance proceeds or from assets of the 
general estate. 


Conclusion 


It is not possible to give any rule of 
thumb applicable to all situations. The im- 
portant thing is that the existence of the 
problem be realized, and either that such 
steps be taken that it will not matter whether 
the indebtedness is paid from the proceeds . 
of insurance policies (or from one or more 
policies to the exclusion of others), or else 
that it be possible to determine, on the basis 
of fact or agreements as they exist at the 
moment of the insured’s death, without refer- 
ence to any decision or act of the creditor 
or any other person thereafter, exactly what 
net proceeds of what policies will be payable 
according to various beneficiary agreements. 


[The End] 





See Lawthers, ‘‘The New Marital Deduction 
and Insurance and Annuity Contracts,’’ TAXES 
—-The Tax Magazine, November, 1948. 


A new law in Wisconsin imposes on personal net income a surtax equal to 
twenty-five percent of the normal tax. The new tax applies to income received in 
the years ending December 31, 1949, and December 31, 1950, or in the correspond- 


ing fiscal years. 
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CORPORATE OFFICERS SHOULD BE AWARE OF THE 


PROBLEM DISCUSSED BY MR. FAGER SO THAT TAX 
IS NOT UNWITTINGLY INCURRED. THEY SHOULD 


WATCH OUT 
FOR TREASURY STOCK 


By JOHN WESTBROOK FAGER 
ATTORNEY, HUGHES, HUBBARD & EWING, NEW YORK CITY 





f Nicene: PRACTITIONERS can only say 
amen when a federal Circuit Court judge 
characterizes a tax result as “irrational” 
and based on an “untenable premise.” Un- 
fortunately, the eminent critic, Judge Jerome 
Frank, considered that his hands were tied 
by prior decisions in the Second Circuit and 
voted with Judge Chase to reverse the Tax 
Court, over the dissenting vote of Judge 
Swan, in Commissioner v. Batten, Barton, Dur- 
stine & Osborn, Inc., decided on December 
23, 1948.7 This case involved sales of shares 
of a corporation’s own capital stock by the 
corporation to its employees, part of which 
shares had been donated by the original 
stockholders to the corporation and the re- 
mainder of which had been reacquired from 
employees who had left the employ of the 
corporation. These sales were made pur- 
suant to a stock-purchase program for em- 
ployees, similar to those which are used not 
only by advertising agencies but also by 
American business generally. The Commis- 
sioner taok the position that the excess of 
the purchase price payable by the employees 
over the cost of these shares to the corpora- 
tion constituted income of the corporation 
for the years 1939 and 1941, taxable to it 
under Section 22 (a) of the Internal Reve- 
nue Code, as interpreted by Treasury Regu- 
lations 103, Section 19.22 (a)-16.2 The Tax 
Court (Judge Black) held for the taxpayer, 
only to be reversed by a split court in the 
Second Circuit, as indicated above. A simi- 
lar decision of the Tax Court (Judge Mur- 
dock) in favor of the taxpayer is pending 





1 [49-1 ustc 19117] 171 F. (2d) 474; rev’g 
[CCH Dec. 16,024] 9 TC 448 (1947) (nonacq.). 
? Now Regulations 111, Section 29.22(a)-15. 


Treasury Stock 


on appeal before the Seventh Circuit.2 An 
affrmance in that case would create a split 
among the Circuits which might lead to a 
review by the Supreme Court. In the light 
of recent government tax victories before 
the Supreme Court, only an incorrigible 
optimist would predict that a decision from 
the Supreme Court would wipe out this 
“irrational” result; but it is submitted that 
the result of the Batten, Barton case exalts 
form over substance, and goes beyond even 
the broad scope of the present Regulations. 


We must review a page or two of history 
in order to understand the growth of a 
judicial conflict such as is exemplified in the 
Batten, Barton case, where three of the four 
judges thought the taxpayer was right and 
yet the Commissioner won! * 


In view of the widespread use of stock- 
purchase plans and the large holdings of 
their own stock by corporations, it is im- 
portant that tax advisers to corporations be 
familiar with these authorities.° Apart from 





3 Rollins Burdick Hunter Company [CCH Dec. 
15,949], 9 TC 169 (1947) (nonacq.). See ad- 
dendum. 

*See, generally, Mertens, The Law of Federal 
Income Taxation (1942), Vol. 1, Section 5.11; 
Montgomery, Federal Taxes—Corporations and 
Partnerships (1948-1949), Vol. 1, p. 19; Rabkin 
and Johnson, Federal Income, Gift and Estate 
Taxation (1944), Vol. 1, Chapter 3, Section 9. 

5 Moody’s Industrials for January 29, 1949, 
listed the following current holdings of re- 
acquired stock by various corporations, on the 
basis of New York Stock Exchange reports: 
Borden Company — 117,958 common _ shares; 
Florsheim Shoe Company—116,019 Class A com- 
mon shares; General Motors Corporation — 
180,105 common shares; Paramount Pictures, 
Inc.—789,233 common shares. 
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tax considerations, treasury stock is popular 
because it is usually not subject to pre- 
emptive rights or state statutes, such as 
those requiring the issue of stock for not 
less than par or those requiring stockholder 
approval for the issue of stock to employees.*® 


Pre-1934 Regulations and Decisions 


Prior to 1934, the general rule was that 
no gain or loss was recognized for purposes 
of the federal income tax on a corporation’s 
purchase or sale of its own stock, whether 
on original issue or thereafter. The Regula- 
tions summarized the applicable law as 
follows: 


“Regulations 74, Article 66. Sale by cor- 
poration of its capital stock—The proceeds 
from the original sale by a corporation of its 
shares of capital stock, whether such pro- 
ceeds are in excess of or less than the par 
value of the stock issued, constitute the 
capital of the company. If the stock is sold 
at a premium, the premium is not income. 
Likewise, if the stock is sold at a discount, 
the amount of the discount is not a loss 
deductible from gross income. If, for the 
purpose of enabling a corporation to secure 
working capital or for any other purpose, 
the shareholders donate or return to the 
corporation to be resold by it certain shares 
of stock of the company previously issued 
to them, or if the corporation purchases any 
of its stock and holds it as treasury stock, 
the sale of such stock will be considered a 
capital transaction and the proceeds of such 
sale will be treated as capital and will not 
constityte income of the corporation. A 
corporation realizes no gain or loss from the 
purchase or sale of.its own stock.” 


The Board of Tax Appeals in an early 
decision held that a corporation’s resale of 
its own shares at a price below the price it 
had paid in reacquiring the shares did not 
result in a loss to the corporation." 


These Regulations and early decisions 
treated purchases and sales by a corpora- 
tion as readjustments in the capital of the 
corporation affecting the ownership inter- 
ests of the stockholders, but did not deem 


6 E. g., New York Stock Corporation Law, Sec- 
tion 14 (stockholder consent is required for issue 
of previously unissued stock to employees) and 
Section 69 (stock must be issued for not less 
than par). Pre-emptive right is the Jegal right 
of existing holders of outstanding common stock 
to priority in the issuance of additional com- 
mon stock, so as to prevent dilution of their 
ownership interests. E. g., New York Stock 
Corporation Law, Section 39. 

7Simmons &€ Hammond Manufacturing Com- 
pany [CCH Dec. 296], 1 BTA 803 (1925). 
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such transactions an appropriate occasion 
for realization of gain or loss to the cor- 
poration. This accorded with standard 
principles of accounting,® and was based on 
the ratio decidendi of Eisner v. Macomber? 
Even the recognition of a corporation’s 
power to hold or own its own stock as treas- 
ury stock was slow to emerge, and the New 
York Stock Exchange strongly disapproved 
of corporations attempting to influence the 
market by dealing in their own shares.” 


The beguiling simplicity and the broad 
sweep of this exemption from tax were cur- 
tailed by decisions involving corporations 
which accepted payment in shares of their 
own stock in lieu of cash or other property. 
The First Circuit Court of Appeals in 1932 
upheld an income tax on a corporation’s re- 
ceipt, in settlement of a patent infringement 
case, of 1,022 shares of its own capital stock 
with a value of $433,200.04." The taxpayer- 
corporation believed no tax was due on the 
receipt of its own shares, and the Board of 
Tax Appeals (six members dissenting) had 
agreed ” on the authority of the Simmons & 
Hammond Manufacturing Company case. In 
view of this confusion in the law, the ap- 
pellate court refused to uphold the five per 
cent negligence penalty, but was emphatic 
in rejecting the proposition that a transac- 
tion by a corporation involving its own stock 
could never give rise to gain or loss. 


Emboldened by its success in this and in 
similar cases,” the Treasury Department de- 
cided to make a frontal attack on the broad 
exemption previously granted by making a 
major revision in the Regulations. 


SE. g., Hatfield, Accounting (1928), pp. 181- 
188. 


® [1 ustc {§ 32] 252 U. S. 189 (1920) (no tax on 
issue of stock dividend). See reference to simi- 
larity by Judge Dickinson in First Chrold Cor- 
poration v, Commissioner [38-2 ustc {| 9332], 97 
F. (2d) 22 (CCA-3, 1938); aff'd [39-1 ustc ] 9283] 
306 U. S. 117 (1939). 


1 Letter dated December 18, 1933, quoted in 
Montgomery, Auditing Theory and Practice (6th 
ed., 1940), p. 348; note, ‘‘Taxability of Transac- 
tions ‘by a Corporation in Its Own Stock,’’ 47 
Yale Law Journal 111 (1937). 


11 Commissioner v. 8S. A. Woods Machine Com- 
pany [3 ustc { 924], 57 F. (2d) 635; cert. den. 
287 U. S. 613 (1932). 


[CCH Dec. 6565] 21 BTA 818 (1930). 


133 E, g., Commissioner v. Boca Ceiga Develop- 
ment Company [3 ustc { 1154], 66 F. (2d) 1004 
(CCA-3, 1933) (receipt of own stock as purchase 
price for corporate property sold); Houghton 
and Dutton Company [CCH Dec. 7571], 26 BTA 
52 (1932) (receipt of own stock in settlement 
of account receivable). 
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T. D. 4430 


On May 2, 1934, one day before the en- 
actment of the Revenue Act of 1934, the 
Regulations were amended to read as follows: * 

“Acquisition or disposition by a corporation 
of its own capital stock—Whether the acqui- 
sition or disposition by a corporation of 
shares of its own capital stock gives rise to 
taxable gain or deductible loss depends upon 
the real nature of the transaction, which is 
to be ascertained from all its facts and cir- 
cumstances. The receipt by a corporation 
of the subscription price of shares of its 
capital stock upon their original issuance 
gives rise to neither taxable gain nor de- 
ductible loss, whether the subscription or 
issue price be in excess of, or less than, the 
par or stated value of such stock. 


“But if a corporation deals in its own 
shares as it might in the shares of another 
corporation, the resulting gain or loss is to 
be computed in the same manner as though 
the corporation were dealing in the shares 
of another. So also if the corporation re- 
ceives its own stock as consideration upon 
the sale of property by it, or in satisfac- 
tion of indebtedness to it, the gain or loss 
resulting is to be computed in the same 
manner as though the payment had been 
made in any other property. Any gain de- 
rived from such transactions is subject to 
tax, and any loss sustained is allowable as 
a deduction where permitted by the provi- 
sions of applicable statutes.” 


It will be noted that a portion of the new 
Regulations, pertaining to a corporation’s 
receipt of its own shares as consideration 
for the sale of property or in satisfaction of 
indebtedness to it, merely incorporated the 
rulings of the S. A. Woods Machine Company 
and Houghton and Dutton Company cases.” 
On this particular change, affecting the receipt 
of capital stock in lieu of cash or other prop- 
erty, there can be little quarrel. The un- 
settled questions involved particularly the 
recognition of gain or loss on the resale of 
treasury stock. 


Reynolds Tobacco Company Case 


Following up the drastic change in the 
Regulations, the Commissioner quickly ex- 
tended his attack to the courts in cases in- 
volving tax years prior to the date of the 





4 T. D. 4430, XIII-1 CB 36, amending Article 
66 of Regulations 77 and equivalent provisions 
of Regulations 65, 69 and 74; substantially un- 
changed to date and presently appearing as 
Section 29.22(a)-15 of Regulations 111. See also 
G. C. M. 12955, XIII-1 CB 107 (1934). 

% Supra, footnotes 11 and 13. 
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amendment and asked the Board of Tax 
Appeals to overrule its decision in the Sim- 
mons & Hammond Manufacturing Company 
case. One of the test cases involved R. J. 
Reynolds Tobacco Company, which had 
bought and sold its own stock in large 
amounts during the 1920’s for various rea- 
sons, including support of the market for 
its stock in the 1929 stock market crash, so 
that as of December 31, 1929, it held over 
nineteen million dollars’ worth of its own 
stock, and had reported a nontaxable profit 
of $436,581.21 for 1929 on such sales. By an 
amended answer, the Commissioner injected 
this new issue into a case pending before 
the Board of Tax Appeals. The Board up- 
held the Commissioner in applying the new 
Regulations retroactively and expressly 
overruled the Simmons & Hammond Manu- 
facturing Company case, with three judges 
dissenting.” On appeal to the Fourth Cir- 
cuit Court of Appeals, the Board was re- 
versed “ on the ground that Congress had 
approved the prior interpretation contained 
in the Regulations by re-enacting the defini- 
tion of income subject to tax in five succes- 
sive revenue acts. The Supreme Court 
affirmed this decision in tavor of the tax- 
payer, solely on the ground that the amend- 
ment to the Regulations could not be ap- 
plied retroactively, and expressed no opinion 
on the substantive validity of this change.” 


Recent Cases 


Since 1934, all the facts and circumstances 
must be examined in order to ascertain “the 
real nature of the transaction,” as bearing 
on whether taxable gain or deductible loss 
occurs when a corporation acquires or dis- 
poses of its own stock. Specifically, a profit 
will be taxed where a corporation “deals in 
its own shares as it might in the shares of 
another corporation.” So far as the Com- 
missioner is concerned, his concept regard- 
ing treasury stock seems to have swung 
from one of complete tax exemption to one 
of complete taxability, although the new 
Regulations do not go that far. In general, 
the Tax Court has refused to uphold this 
extreme position of the Commissioner, and 
has tried to work out an interpretation of 
the Regulations which recognizes that not 
all dealings by a corporation in its own stock 


16 [CCH Dec. 9637] 35 BTA 949 (1937); accord 
E. R. Squibb & Sons [CCH Dec. 9704], 36 BTA 
260 (1937). 

1 Helvering v. R. J. Reynolds Tobacco Com- 
pany [38-2 ustc { 9373], 97 F. (2d) 302 (1938). 

18 (39-1 ustc § 9282] 306 U. S. 110 (1939). See 
also Supreme Court decision in First Chrold 
Corporation, supra, footnote 9. 
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are taxable events.” However, the four Cir- 
cuits which have considered the problem 
since T. D. 4430 was promulgated have all 
ruled in favor of the Commissioner.” In 
this connection, it should be noted that the 
Commissioner has not appealed all of the 
decisions unfavorable to him. 


We shall assume that a corporation sub- 
jects itself to tax where it deals in its own 
stock on the open market for the express 
purpose of deriving a profit, exactly as it 
might deal in the stock of any other corpo- 
ration.” Beyond this situation, however, 
there are few clear guideposts as to the 
meaning of the Regulations. 


Tax Court Decisions 


In Dr. Pepper Bottling Company of Missis- 
sippi,” a corporation purchased fifty of its own 
shares in 1935 as part of a program to even 
the stockholdings between two groups of 
stockholders. In 1937, to help pay off a 
bank loan and finance additional equipment, 
these treasury shares were resold to stock- 
holders along with 166 shares of newly au- 
thorized stock. The Tax Court refused to 
sustain the action of the Commissioner in 
asserting a deficiency based on the difference 
of $6,842.14 between the cost of these treas- 
ury shares and the resale price. Judge 
Opper said that the use of treasury shares 
instead of newly authorized shares was 
“entirely without significance.” Further- 
more, he pointed out, the same result could 
not have been accomplished by a dealing in 
the stock of another corporation, since the 
repurchase by the corporation had been 
necessary to crystallize the shareholders’ in- 
terests and the subsequent resale had not 
diminished the assets of the corporation, as 
would have been the case if stock of other 
corporations had been sold. 


In the following year, the Tax -Court 
again found for the taxpayer in Brockman 





% E. g., Dr. Pepper Bottling Company of Mis- 
sissippi [CCH Dec. 12,884], 1 TC 80 (1942), non- 
acq. 1943 CB 38, acq. 1944 CB 22; Brockman Oil 
Well Cementing Company [CCH Dec. 13,285], 
2 TC 168 (1943), acq. 1943 CB 3; Cluett Peabody 
& Company, Inc. [CCH Dec. 13,710], 3 TC 169 
(1944), acq. 1944 CB 6. Cf. M. Conley Company 
[CCH Dec. 14,990], 6 TC 250 (1946). 

2? Commissioner v. Air Reduction Company, 
Inc. [42-2 ustc { 9598], 130 F. (2d) 145 (CCA-2, 
1942), cert. den. 317 U. S. 681 (1942); Allen v. 
National Manufacture & Stores Corporation 
[42-1 ustc f 9240], 125 F. (2d) 239 (CCA-5, 1942), 
cert. den. 316 U. S. 679 (1942): Dow Chemical 
Company v. Kavanaugh [43-2 ustc { 9661], 139 
F. (2d) 42 (CCA-6, 1943): U. 8S. v. Stern Brothers 
& Company [43-1 ustc { 9500], 136 F. (2d) 488 
(CCA-8, 1943). 

21 G. C. M. 12955, XIII-1 CB 107 (1934). 

22 Supra, footnote 19. 
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Oil Well Cementing Company.* There, one 
of the stockholders in a closely held corpo- 
ration retired and surrendered his stock, 
which was thereafter carried as treasury 
stock. Shortly thereafter, in the same tax 
year, the corporation secured from another 
stockholder additional working capital in 
the form of loans represented by promissory 
notes. In the following tax year, the treas- 
ury stock was issued to the stockholder in 
partial cancellation of these notes. Judge 
Black found for the taxpayer, on the author- 
ity of the Dr. Pepper Bottling Company of 
Mississippi case, and stated that the corpora- 
tion was not dealing in its own shares as it 
might have dealt in the shares of another 
corporation. Following Judge Opper’s lead, he 
distinguished the contrary decisions of the 
Circuit Courts on their facts. 


In the following year, this conflict be- 
tween the Tax Court and the appellate 
courts was brought into the open in Cluett, 
Peabody & Company, Inc. This case was 
reviewed by the entire Tax Court and re- 
sulted in another decision favorable to the 
taxpayer, with Opper and Hill dissenting on 
the ground that the decision was contrary 
to a principle established by five Circuits.* 
In this case, the taxpayer had purchased 
4,100 shares of its own stock on the open 
market between 1931 and 1933 for subsequent 
distribution to employees in a profit-sharing 
plan. This program never materialized; 
and in 1937 the taxpayer offered this 
treasury stock plus unissued stock to its 
stockholders, with any stock not subscribed 
for to be sold to the public through Gold- 
man, Sachs & Company. As in the pre- 
ceding cases, the taxpayer did not carry 
these treasury shares on its books as assets. 
The Commissioner included in the taxpay- 
er’s gross income for 1937 $206,369.97, rep- 
resenting the difference between the cost of 
the treasury stock and the sales price. Judge 
Sternhagen, writing for the majority, found 
for the taxpayer and stated that the only 
similarity between the instant transaction 
and dealing in the shares of another cor- 
poration was that the taxpayer received 
money on the sale! 


“Profit was not behind the impulse to ac- 
quire these shares in the first place or be- 
hind the later impulse to distribute them 
to shareholders. The accounting for 
both these transactions manifests this ab- 
sence of a profit motive as an explanation of 





23 Tbid. 

24 Ibid. 

% Opper was counting the First Circuit on the 
basis of its decision in S. A. Woods Machine 
Company, supra, footnote 11. 
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the transactions. The shares were not car- 
ried as an asset. The cost was kept in the 
treasury stock account and the excess re- 
ceived from the shareholders’ subscriptions 
allocable to 12,303 shares was assigned to 
the capital and the capital surplus accounts, 
none of the proceeds being accounted for 
as earnings or profits or posted to the 
earned surplus account.” 


In spite of this line of decisions, the Tax 
Court held for the Commissioner in 1946 
where a straight sale of treasury stock was 
made to certain employees in order to raise 
additional capital.* This case was reviewed 
by the full court and all concurred, but 
Judge Opper said that it was difficult for 
him to see how such a result could be 
reached without expressly overruling the 
Cluett, Peabody & Company, Inc. case. Mur- 
dock concurred in a separate opinion, dis- 
tinguishing the Cluett, Peabody & Company, 
Inc. case on the ground that in the instant 
case there was no evidence that the shares 
had been purchased as part of a plan to sell 
to employees or otherwise than in the nor- 
mal course of business. 


Finally, in 1947, the Tax Court again 
passed on two treasury stock cases, and 
decided both in favor of the taxpayer; each 
of these cases has been appealed and one 
reversed.” Both involved employee stock- 
purchase programs in closely held corpora- 
tions, one an insurance agency (Rollins 
Burdick Hunter Company) and the other 
an advertising agency (Batten, Barton, Dur- 
stine & Osborn, Inc.). In both cases all 
purchases and sales had been transactions 
between the corporation and employees, and 
during the tax years in question were made 
at book value only. Both Judge Murdock 
and Judge Black stressed that there was no 
negotiation as to price under these plans, 
that the shares were not carried as assets, 
that the corporations did not attempt to 
choose a time favorable to them for the 
purchase or sale of shares, and that the 
purpose of.these programs was to arrange 
for the shares to be held by the key men 
of the companies in proportion to their rela- 
tive abilities to contribute personal services 
of value to the corporations. 


Certainly it can be said that these deci- 
sions reflect an attempt by the Tax Court to 
apply the Code as called for by the Regu- 
lations, in the light of the particular facts 
of each case. Unfortunately, so far the Cir- 
cuit Courts passing on this question have 





26 M. Conley Company, supra, footnote 19. 

7 Batten, Barton, Durstine & Osborn, Inc., 
supra, footnote 1; Rollins Burdick Hunter Com- 
pany, supra, footnote 3. See addendum. 
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uniformly upheld the Commissioner in his 
efforts to apply the doctrine to all kinds of 
cases, while paying lip service to the re- 
stricted language of the Regulations. 


Circuit Court Decisions 


The Second Circuit has passed on this 
question three times.” 


In Air Reduction Company, Inc., the Board 
of Tax Appeals had found in favor of the 
taxpayer where the corporation (one of the 
two issues involved) had sold treasury stock 
to certain officers in order to give them a 
proprietary interest in the corporation. 
There was no indication that the corpora- 
tion had acquired the treasury stock spe- 
cifically for such purpose. On appeal, Judges 
Chase and Augustus Hand, relying on a de- 
cision of the Fifth Circuit and on G. C. M. 
16651,” voted to reverse on the ground that 
the corporation had dealt in its own shares 
in the same manner as it might have dealt 
in the shares of others. Judge Learned 
Hand entered a vigorous dissent. First, he 
reiterated his belief,” which, he stated, ac- 
corded with the almost unanimous opinion 
of accountants, that treasury stock was not 
an asset and that a corporation which dealt 
in its own shares could never be said to 
make a profit or suffer a loss except as the 
price paid or received did not represent the 
value of the shares at the time when they 
were bought or sold. Even apart from this, 
accepting the Regulations, he stated: 


“Even now, I cannot imagine how a cor- 
poration can deal in its own shares in a way 
less ‘as it might in the shares of another 
corporation’, than when it offers them to its 
own officers as an inducement to give them 
an interest in the business; surely the shares 
of another corporation would not serve that 
purpose.” 


This split decision, unfortunately, seems 
to have settled the issue in the Second Cir- 
cuit, although Judge Frank, concurring spe- 





2 Commissioner v. Air Reduction Company, 
Inc., supra, footnote 20; Aviation Capital, Inc. 
v. Pedrick [45-1 ustc { 9219], 148 F. (2d) 165 
(1945), cert. den. 326 U. S. 723 (1945); Batten, 
Barton, Durstine & Osborn, Inc., supra, foot- 
note 1. 

2? Allen v. National Manufacture & Stores Cor- 
poration, supra, footnote 20; G. C. M. 16651, 
XV-2 CB 130 (1936) (employee stock-purchase 
program). 

30 Enunciated previously in H#. R. Squibb € 
Sons v. Helvering [38-2 ustc {J 9428], 98 F. (2d) 
69 (1938). See ruling of Committee on Account- 
ing Procedure of the American Institute of Ac- 
countants dated April 8, 1938, quoted in Mont- 
gomery, op. cit., footnote 10, p. 357; Finney, 
General Accounting (1941), pp. 181-186; Kester, 
Principles of Accounting (1939), pp. 444-452. 
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cially in the two subsequent cases, termed 
the rule “a singular triumph of form over 
substance”™ and as “irrational.”* In the 
Aviation Capital, Inc..case, the Second Cir- 
cuit ruled against a corporation whose 
charter required it to buy back its own 
shares on demand of the holders thereof. 
During the tax years in question it had re- 
sold large quantities of the reacquired stock 
to obtain additional working capital. The 
court rejected the argument that the tax- 
payer could have achieved the same result 
by retiring its treasury stock and selling 
previously unissued stock, This contrasts 
with the opinion of Judge Opper that the 
use of treasury stock rather than unissued 
stock was entirely without significance. 
Finally, in the Batton, Barton case, the Sec- 
ond Circuit has upheld a tax in a situation 
where the treasury stock included 10,000 
shares donated by the original stockholders 
at the time of original issue and the re- 
mainder was stock reacquired from employees 
pursuant to the corporation’s stock-purchase 
program. This was a stronger case for the 
taxpayer than were the two preceding ones 
because the treasury stock was neither ac- 
quired in the open market, as in Air Reduc- 
tion Company, Inc., nor sold in the open 
market, as in Aviation Capital, Inc., and be- 
cause the case involved shares donated to 
the corporation by the original stockhold- 
ers for use in an employee stock-purchase 
plan. Fort these reasons Judge Swan ap- 
parently felt free to vote in favor of affirm- 
ing the Tax Court. Unfortunately, Judge 
Frank could not see any real distinction be- 
tween this case and the earlier ones and 
voted with Judge Chase for reversal, al- 
though he opined: 


“As I said in concurring in Aviation Capt- 
tal v. Pedrick ..., 1 think it irrational ever 
to consider ‘treasury stock’ as a capital 
asset in these tax cases.... But that doc- 
trine is now accepted in this circuit. The 
situation, then, to my mind, is like that in 
a farce: An untenable premise, once adopted, 
is to be carried out logically. On that basis, 
a gift to a corporation of stock which be- 
comes one of its capital assets is the same 
as a gift to it of any other property, so 
that a profit on its sale by the corporation 
is a taxable gain.” 


Since the decisions and reasoning of the 
other appellate courts which have passed on 
this question resemble the position of the 
Second Circuit, it would be unprofitable to 


31 Aviation Capital, 
footnote 28. 

32 Batten, Barton, Durstine & Osborn, Inc., 
supra, footnote 1. 
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Inc. v. Pedrick, supra, 


examine them in detail.“ As _ indicated 
earlier, they all represent decisions. for the 
government. 


It should be noted, however, that there 
have been decisions of the Tax Court favor- 
ing the taxpayers on this issue which the 
Commissioner did not appeal.* And some 
comfort may be derived from the converse 
of the taxation of income in these situa- 
tions, i. e., the privilege of a corporation to 
deduct a loss if the resale price is below 
the cost of the treasury stock.” 


Finally, there is an additional crumb of 
comfort in that the gains under considera- 
tion are capital gains, since the treasury stock 
is deemed to be a capital asset under Sec- 
tion 117 of the Code.™ 


Conclusion 


The purpose of this article has been to 
emphasize the tax dangers inherent in a 
corporation’s acquisition or disposition of 
its own stock. Many corporate executives, 
it is submitted, do not realize that a dis- 
tribution of corporate stock can be com- 
pletely tax free or, conversely, subject to 
tax, depending on whether previously un- 
issued stock or treasury stock happens to 
be used, Tax practitioners retained by cor- 
porations and corporate treasurers and 
comptrollers should post a large red flag 
in the corporate records where treasury 
stock is listed. On the basis of the above 
authorities, corporations should be advised 
that almost any disposition of treasury stock 
at a price above its cost will result in tax. 
The identical result can be reached without 
tax by using previously unissued stock, al- 
though the use of unissued stock may cause 
complications with respect to pre-emptive rights 
or the regulatory statutes of certain states.” 


If you are called in by a corporation 
which has unwittingly sold treasury stock 
so as to expose itself to possible tax, you 
should examine carefully the decisions dis- 


33 Allen v. National Manufacture & Stores Cor- 
poration, Dow Chemical Company v. Kavanaugh, 
U. 8S. v. Stern Brothers & Company, all supra, 
footnote 20; Brown Shoe Company, Inc. v. Com- 
missioner [43-1 ustc { 9274], 133 F. (2d) 582 
(CCA-8, 1943); Helvering v. Edison Brothers 
Stores, Inc, [43-1 ustc { 9273], 133 F. (2d) 575 
(CCA-8, 1943), cert. den. 319 U. S. 752 (1943); 
Edwin L. Wiegand Company v. U. 8. [45-1 ustc 
9286], 60 F. Supp. 464 (Ct. Cls., 1945). 

34 See cases cited at footnote 19. 

=D. N. &é E. Walter € Company [CCH Dec. 
12,576-B], BTA memo. op. (1942). Cf. Messen- 
ger Corporation v. Smith [43-1 ustc { 9473], 136 
F. (2d) 172 (CCA-7, 1943). 

%*E. g., D. N. & E. Walter &€ Company, supra, 
footnote 35. 

37 See footnote 6. 
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cussed in this article, especially those favor- 
able Tax Court decisions which were not 
appealed. Particularly in the case of sales 
of treasury stock to executives or employees 
of closely held corporations, the transfer is 
in the nature of a capital readjustment 
among stockholders, and is not a corpora- 
tion’s dealing in its own stock as it would deal 
in the shares of stock of another corpora- 
tion. Whether unissued or treasury stock 
is sold to employees, the result is exactly 
the same, i. e., additional cash has been paid 
into the corporation and additional shares 
are outstanding. To the extent that the so- 
called “profit” on such a sale of treasury 
shares reflects accumulated surplus, a tax 
thereon amounts to double taxation of cor- 
porate earnings. 


Watch for the decision of the Seventh 
Circuit in the Rollins Burdick Hunter Com- 
pany case. If the Tax Court should be 
affirmed, a split among the Circuits on this 
issue will have been created. With the Tax 
Court still inclined to curb the Commis- 
sioner’s application of this doctrine, and with 
no decision by the Supreme Court or by a 
number of the Circuit Courts, it is recom- 
mended that the issue not be conceded: by 
corporate taxpayers in negotiations with the 
Bureau or in litigation before the courts. 

[The End] 


ADDENDUM 


Since the preparation of the above article, 
the United States Court of Appeals for the 
Seventh Circuit, in a split decision, has re- 
versed the Tax Court in the Rollins Bur- 
dick Hunter Company case.® This results in 
another split among the judges within a Cir- 
cuit on this controversial issue, but un- 
fortunately does not create a split among the 
Circuits. The deadline for filing a petition 
for certiorari in the Batten, Barton case had 
been extended to await this decision of the 
Seventh Circuit. 


Judge Lindley, author of the majority 
opinion, reviewed the history of the present 
Treasury Regulations and the court deci- 
sions thereunder. He pointed out that the 
significant portion of the Regulations ® was 
copied right out of Judge Morton’s opinion 


in the S. A. Woods Machine Company case.“ 





38 [49-1 ustc { 9278] May 19, 1949. Judges 
Lindley and Minton voted to reverse, while 
Chief Judge Major voted to affirm the Tax Court. 


He stated that Judge Morton’s phrase “as 
it might in the shares of another corpora- 
tion” was employed as an illustration and 
was not intended to be restrictive. Simi- 
larly, this phrase in the Regulations is merely 
illustrative. Lindley rejected the taxpayer’s 
contention that the resale of the treasury 
stock amounted to nothing more than an 
adjustment of capital,“ and also stated that 
the absence of a profit motive was not con- 
trolling. Chief Judge Major’s brief dis- 
senting opinion stated his conviction, that 
the taxpayer had not dealt in its own shares 
as it might have dealt in the shares of an- 
other corporation. 


It is probably beating a dead horse to 
point out that the S. A. Woods Machine 
Company case did not involve the resale of 
treasury stock at all, but rather involved the 
corporation’s receipt of its own stock as 
part of the settlement of a patent infringe- 
ment case. Therefore, the particular state- 
ment of Judge Morton about a corporation 
dealing in its own stock as it might deal in 
the shares of another corporation was dic- 
tum. The wording employed in the Regu- 
lations is clearly restrictive even if Judge 
Morton’s dictum was merely illustrative. 


In any event, these two latest cases, both 
won by the taxpayers in the Tax Court and 
both reversed on appeal, demonstrate that 
nearly all gains on the sale of treasury stock 
will be taxed, the restrictive language of the 
Regulations to the contrary notwithstand- 
ing. Accordingly, it becomes even more 
important that corporate officers be aware 
of the problem so that tax is not unwittingly 
incurred. Paste on the cover of your stock 
certificate book the warning “Watch out for 
treasury stock.” 





39 “*But if a corporation deals in its own shares 

as it might in the shares of another corporation. 
.’ Regulations 111, Section 29.22(a)-15. 

* Supra, footnote 11. ‘‘But where the transac- 
tion is not of that character, and a corporation 
has legally dealt in its own stock as it might in 
the shares of another corporation, and ‘in so 
doing has made a gain or suffered a loss, we 
perceive no sufficient reason why the gain or 
loss should not be taken into account in com- 
puting the taxable income.”’ 

“Immediately preceding the sentence quoted 
in footnote 40, the following appears in the 
S. A. Woods Machine Company opinion: “If 
it was in fact a capital transaction, i. e., if the 
shares were acquired or parted with in connec- 
tion with a readjustment of the capital struc- 
ture of the corporation, the Board rule applies.’’ 
This concept is not included in the Regulations 
except by implication. 


—— QW ___ 
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F WE HAD SOME HAM, we could have 

some ham and eggs—if we had some eggs. 
This is somewhat similar to the problem 
which confronts one in computing the fed- 
eral estate tax, since the marital deduction 
was introduced into the law, in those cases 
where the amount of the marital deduction 
is dependent upon the amount of the taxes— 
federal, state or both. 


Section 812 (e) (i) (E) of the Internal 
Revenue Code provides: 


“(E) Valuation of Interest Passing to 
Surviving Spouse.—In determining for the 
purposes of subparagraph (A) the value of 
any interest in property passing to the sur- 
viving spouse for which a deduction is 
allowed by this subsection— 


“(i) there shall be taken into account the 
effect which a tax imposed by this chapter, 
or any estate, succession, legacy, or inherit- 
ance tax, has upon the net value to the 
surviving spouse of such interest.” 


We take this to mean that the allowable 
marital deduction is the vakue of the quali- 
fying interests reduced by the taxes payable 
out of such interests, subject, of course, to 
the further limitation of fifty per cent of the 
adjusted gross estate. Thus, we must know 
the amount of the taxes in order to deter- 
mine the amount of the marital deduction, 
but must know the amotfnt of the marital 
deduction in order to compute the taxes, 


In a few of the states—such as Nevada, 
which has no inheritance or estate tax, and 
Alabama, Arkansas, Florida and Georgia, 
which levy taxes based on the eighty per 
cent credit under the federal estate tax—the 
problem is relatively simple. 


Slightly more difficult is the computation 
in states which levy inheritance or estate 
taxes which are not affected by the federal 
estate tax—where the federal estate tax is 
not an allowable deduction in determining 


Where the Interest | 
of the Surviving Spouse Ij 


the net estate for state tax purposes. There 
are twenty of these states, of which New 
York, Indiana and Oregon are samples. 


The most difficult situation arises in states 
such as Maryland, Illinois and California, 
where the federal estate tax is deductible 
in determining the net estate for inheritance 
tax purposes. 


There are several variables as to the man- 
ner in which the taxes are to be paid which 
necessitate different treatment. The qualify- 
ing interests may include jointly owned 
property, inter-vivos trusts or property spe- 
cifically bequeathed or devised which will 
pass to the spouse undiminished by taxes, 
while, in addition, the surviving spouse may 
be entitled to a portion of the residue of the 
estate determined after payment of taxes. 
The executor may be directed to pay all 
taxes occurring by reason of the decedent’s 
death out of the general estate without re- 
covering any part thereof from the benefi- 
ciaries of insurance or other property which 
passes independent of the will. The will 
may direct recovery to the extent permitted 
by law. Or the will may be silent on the 
subject and apportionment be _ required 
or authorized by local law. The inheritance 
taxes may be payable out of the general 
estate without charging the shares of the 
beneficiaries, or the tax on each beneficiary’s 
share may be charged against such share. 


As a starter, let us consider the simplest 
problem and then develop variations from 
that. Assume a decedent who was domiciled 
in Florida and who had an adjusted gross 
estate of $500,000, all passing by his will. 
One half of his estate, after taxes, is left to 
his wife and the balance to his children. 
Obviously, the total taxes are going to be 
the gross federal tax, which will include the 
amount going to the federal government 
after allowance of the full credit for the tax 
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Manager of the Estate Planning Division, 
Scudder, Stevens & Clark, Inc., Chicago 


paid to Florida and the Florida estate tax, 
which absorbs the full credit. 


We have two unknown amounts—the mari- 
tal deduction and the tax—but can express 
one in terms of the other. 


Let us use the following symbols for our 
values: 

D = marital deduction 

A = adjusted gross estate 

P = portion of estate going to wife 

B= amount of the final taxable estate 
extending into same tax bracket as 
final taxable estate but less than 
final taxable estate 

T = tax on B 

R = rate to be applied to excess of final 
taxable estate over B 


We have, then, the formula: 
D=P;A—[T+R(A—D—B)]} 


The only difficulty in applying the above 
formula is in determining the proper value 
for B. We know that if it were not for the 
effect of the taxes, the marital deduction 
would be half of the adjusted gross estate, 
or $250,000, and the taxable estate before 
the exemption would be $250,000. The effect 
of the taxes will be to reduce the marital 
deduction and increase the taxable estate. 
An estate of $250,000, before exemption, is in 
the thirty per cent bracket. As this bracket 
extends up to a taxable estate, before ex- 
emption, of $310,000, we can be reasonably 
sure that the final taxable estate will be in 
the thirty per cent bracket. In this situation 
we might use the following values: 


Marital Deduction Formulas 





A=$500,000; P=50%; B=$250,000; T= 
$47,700; R=30%. 

Applying these values to the formula, we 
have: 

D=.504 500,000— [47,700+.30(500,000 
—D—250,000] } 

Consolidating the figures in the paren- 
theses, we get (250,000—D), and clearing the 
parentheses by multiplying by .30, we get: 

D=.50{ 500,000 — [47,700+75,000—.30D] } 

Clearing the brackets,* we get: 

D=.504 500,000 —47,700—75,000+.30D} 

Consolidating the figures in the braces 
and clearing the braces by multiplying by 
.50, we get: 

D=188,650+.15D or 85D=188,650 and 
D=221,941 

This proves out as follows: 

Adjusted gross estate ............ $500,000 


Less marital deduction ........... 221,941 
Taxable estate (before exemption) . . .$278,059 
Federal tax (after full credit)..... $ 53,044 
Florida tax (amount of credit).... 3,074 

$ 56,118 
Adjusted gross estate ............ $500,000 
RERUN he Rt sr cle cickue an anand 56,118 
Net residual estate......... 01656. $443,882 
One half of net residual estate...... $221,941 





*“Bracket” indicates the symbol []; 
“brace,” the symbol { }. 


727 













































In the above example, and in those which 
follow, the cents are omitted to simplify the 
calculations. For an accurate, down-to-the- 
last-penny computation, the figures should 
be carried out to four decimals. 


Now consider the same facts in the State 
of Indiana, which has an inheritance tax 
computable without reference to the federal 
estate tax. To keep our computation in round 
figures, let us assume that the total inherit- 
ance taxes are $10,000, and are payable out 
of the residue of the estate without being 
charged against the shares of the benefici- 
aries. Using S to represent the inheritance 
taxes, we expand the formula as follows: 


D= PiA— [T+ R(A—D—B) + S}} 


Now we are reasonably sure that the Indi- 
ana taxes will exceed the eighty per cent 
credit allowed in the federal estate tax, so 
we use values for T and R to give the 
federal estate tax after allowance of the full 
credit. (If the Indiana tax did not exceed 
the credit, we could use the first formula, 
for the total taxes would then be the amount 
of the gross federal tax.) 


We have, then, the following values: 


A =$500,000 
P=50% 

3 $250,000 
r=$ 45,300 
R=27.6% 


This gives us the formula: 
D=.504 500,000— [45,300+.276 
(500,000 — D— 250,000) + 10,000] } 


Solving this formula gives a marital de- 
duction of $217,923 and a federal tax of 
$54,153 (after full credit for the tax paid to 
the state). This proves out as follows: 


Adjusted gross estate $500,000 
Less federal tax..... .. $54,153 

Indiana taxes . « 10,000 64,153 

$435,847 

One half of net residual estate... $217,923 


Now suppose that in the case used as an 
illustration above the inheritance taxes are 
charged against the individual shares and 
the tax on the wife’s share is $10,000. Using 
S as the state tax on the wife’s share, we 
have the formula: 

D=PjA—[T+R(A—D—B)]}—S 


Another variation which would occur more 
frequently than not is the case where the 
surviving spouse receives some property 


qualifying for the marital deduction which 
is not affected by taxes. Using F to repre- 
sent the amount not affected by taxes, and 
assuming that the state tax on the wife’s 
share is payable out of her share, we have 
the formula: 


D=F+P{A—F—[T+R(A—D-B)]}—S 


Assume a situation where the adjusted 
gross estate of an Indiana resident is $500,000, 
from which the wife is to receive $50,000 
which is not affected by taxes and forty 
per cent of the residue after payment of the 
federal tax, with a state tax of $10,000 
chargeable against the wife’s share. 


We would have the following known values: 


A= $500,000 
P=40% 
F=$ 50,000 
B=$300,000 
T=$ 59,100 
R=26.8% 
S=$ 10,000 


Applying these values to the formula, we 
get a marital deduction of $195,923, which 
results in a federal tax, after full credit for 
taxes paid to the state, of $60,193. This 
solution proves out as follows: 


Adjusted gross estate............ $500,000 
Less portion not affected by taxes. 50,000 
WON oo ea tees $450,000 
ee > 60,193 
Residue after federal tax.......... $389,807 


Portion of residue to wife (40%). . $155,923 


Less state tax on wife’s share 10,000 
Wife’s net share of residue... . $145,923 
Wife’s portion unaffected by taxes.. 50,000 
Net amount of wife’s share (equals 

marital deduction) ............. $195,923 


The above is an example of a case where 
difficulty may be encountered in selecting 
the value for B. There is a rate change at 
$300,000 and another at $310,000. This re- 
quires a rather accurate determination to 
have the amount used for B fall in the same 
tax bracket as the final taxable estate. If 
the wrong value is used for B, the result 
(provided the differential is not too great) 
will be sufficiently close to indicate the proper 
value to be used for B. 


Still another variation is the situation 
where the executor is directed to recover 
from the beneficiaries of insurance which 
does not qualify for the marital deduction 
that proportion of the federal estate tax 
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which such insurance bears to the net estate, 
before the exemption, in accordance with 
Section 826 (c). 

The tax payable out of the residuary estate, 
therefore, is that proportion of the total tax 
which the adjusted gross estate, less the 


D=P\A—N- 
[ A—D 


The solution of this formula leads into 
such astronomical figures and such algebraic 
intricacies that it is beyond the ability of 
the average individual (including myself) 
who has difficulty in recalling the mathe- 


‘matics studied many years ago. Therefore, 


it is impractical as a short-cut method. Pre- 
sumably, the trial-and-error method would 
be equally effective. 


The foregoing formulae are applicable in 
states which allow the deduction of the 
federal tax in determining the net estate 
subject to inheritance tax in those situations 
where the state taxes are less than or equal 
to the eighty per cent credit allowed in the 
federal tax. Where, in)such states, the state 
taxes exceed the credit, a more difficult 
problem is presented; but the principles 
illustrated in the foregoing formulae may 
still be applied, and seem fairly practicable 
in the simpler situations. Where the com- 
putation of the state tax becomes complex, 
however, it is questionable whether the use 
of these formulae is preferable to the trial- 
and-error method. 


To solve a simple problem, such as one 
in which it is necessary to consider only 
the tax on the wife’s share, let us use the 
following symbols for the known values: 

P=portion of residuary estate going to 

wife 

A=adjusted gross estate 

B=amount of final taxable estate for fed- 

eral tax purposes falling in same 
tax bracket as, but less than, final 
taxable estate 

T=federal estate tax on B 

R=rate applicable to excess of final tax- 

able estate over B 

A’=net estate for state tax purposes after 

all deductions except federal tax 

B’=amount of wife’s share in same tax 

bracket as, but less than, total tax- 
able share 

T’=state tax on B’ 

R’=rate applicable to excess of taxable 

share over B’ 


Marital Deduction Formulas 


A—N-—-D 








insurance which will pay its own share of 
the tax, less the marital deduction, bears to 
the adjusted gross estate, less the marital 
deduction. This may be expressed as fol- 
lows, using N to represent the amount of 
insurance bearing its share of the tax: 


(T+R(A—D-B)]}-s 


Y=exemption allowed on share going to 
wife if exemption comes off top of 
share (need not be used if exemp- 
tion is taken into account in arriv- 
ing at values for B’ and T’) 


We have, then, the formula: 

D=P{A—[T+R(A—D-—B)]}— 
[ T’+R'{PA’—Y—B’—P[T+R(A 
> = BD 


This formula is arrived at as follows: 


The marital deduction (D) is the wife’s 
portion of the adjusted gross estate (P) 
reduced by the proportion of the federal tax 
attributable to her portion and further re- 
duced by the state tax payable out of her 
portion. 


The federal tax is expressed as the amount 
of the tax (T) on a portion of the final 
taxable estate (B) which extends into the 
same tax bracket as the final taxable estate 
but is less than the final taxable estate, plus 
the applicable percentage (R) of the balance 
of the taxable estate, which is the adjusted 
gross estate (A) less the marital deduction 
(D) less the amount (B) upon which the 
tax (T) is already included. 


The state tax shown in the large brackets 
is expressed as the known tax (T’) on a 
known portion (B’) of the wife’s taxable 
share plus the known percentage (R’) which 
applies to the unknown balance of her taxable 
share shown in braces. This unknown bal- 
ance is the nercentage of the estate going 
to the wife (P) times the net estate for state 
tax purposes (A’) after all deductions ex- 
cept the federal tax, less the exemption 
allowed on her share (Y), less the portion of 
her share (B’) on which the tax (T’) is 
already included, less the proportion of the 
federal tax payable out of her share. To de- 
termine this federal tax, we apply the per- 
centage of the wife’s share (P) to the value 
of the federal tax used in the first part of the 
formula, which is [T+R(A—D—B)]. 


As an example of the application of the 
above, let us assume an adiusted gross estate 
of $500,000, from which the wife gets fifty 
per cent, the federal tax being payable’ out 
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of the general estate and the state tax (lIlli- 
nois) on the wife’s share being payable out 
of her share. We would have the following 
known values: 


P=50% 
A=$500,000 
B=$250,000 
T=$ 45,300 
R=27.6% 
A’=$500,000 
B’=$150,000 
T’=$ 5,000 
R’=6% 

Y =$20,000 


Solving the formula on the basis of these 
values indicates a marital deduction of 
$214,275, which proves out as follows: 


$500,000 
214,275 


Adjusted gross estate ............ 
Less marital deduction........... 


Taxable estate (before exemption). $285,725 


Federal tax after full credit for 


taxes paid to states............. $ 55,160 
Net estate for Illinois inheritance 

tax after all deductions except 

WOUNUEO oe oo kha ae cancun $500,000 
Less federal tax... 55,160 
Hiincie wet esteute..........5..02 $444,840 
Wife's share (50%)... ..........- $222,420 
Less exemption ....6.6.66065.065 20,000 
Wife’s taxable share.............. $202,420 





Tes om wiles share... : 5... 55... $ 8,145 
Wife’s share of estate before tax 

ee Tee Ge 6k we. ees $222,420 
Less tax on-wife’s share.......... 8,145 
Net amount passing to wife...... $214,275 
Marital deduction ............... $214,275 


Some rough preliminary calculations may 
be necessary to determine the values to use 
for B and B’ in order to obtain amounts 
which fall in the same tax bracket as the 
final taxable estate for the federal tax or the 
beneficiary’s final taxable share for the 
State tax. 


The above method of determining the 
marital deduction is not submitted as appli- 
cable to all situations, or as the easiest method 
in many of the situations where it is appli- 
cable. However, in its limited application, it 
may prove useful. Perhaps those who are 
mathematically inclined can develop a 
broader application than I, so far, have been 
capable of doing. 


Such mathematical gyrations are not nec- 
essary if the draftsman takes the precaution 
of providing that all taxes shall be paid out 
of property other than that qualifying for 
the marital deduction. Most wills and trusts 
which have been revised since the 1948 Reve- 
nue Act to take maximum advantage of the 
new deduction will, presumably, avoid this 
computation problem. [The End] 


NEW TAX TREATIES 


The State Department has announced the signing of tax treaties with 


Norway in order to avoid double taxation and to prevent fiscal evasion in mat- 


ters involving taxes on estates, inheritances and income. 


The treaties are 


similar to those in force between the United States and Canada and the 


United Kingdom. Preliminary discussions for similar treaties are expected 


to begin shortly with Columbia and Brazil. 
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CAVEAT REITERATED: 


Planning Partnership Liquidations 
to Avoid Risk of Taxable Gain 


By M. R. SCHLESINGER 


ONE OF OUR JUNE ARTICLES—“CAN CASH HAVE A BASIS OF LESS 
THAN CASH?’—TOOK ISSUE WITH MR. SCHLESINGER’S ARTICLE ON 
“THIN” INCORPORATIONS. HE STOUTLY DEFENDS HIS POSITION 





ECENT erroneous criticism of an arti- 

cle of mine* warning of possible in- 
come tax pitfalls in partial partnership 
liquidations warrants repetition of the caveat 
that under published Treasury rulings 
“when a partnership distributes both assets 
in kind and cash, and the former are dis- 
tributed first, the partner’s basis of his 
partnership interest remaining after that dis- 
tribution in kind can be less than the later 
cash distribution so that gain will result 
from the cash receipt.” (Italics supplied.) ? 


Edward T. Roehner* erroneously states 
my position to be that “cash can have a 
basis of less than cash.” So far as can 
be ascertained, no one has ever previously 
discussed Mr. Roehner’s question, presum- 
ably because the answer is so obviously in 
the negative. His difficulty arises from a 
confusion of the inquiry he poses with the 
question of whether, following a partial 
partnership liquidation, the remaining part- 
nership interests, represented by cash in the 
partnership, may have aggregate bases less 
than the cash itself. 


The article, a portion of which is the sub- 
ject of attack, dealt with incorporating 
“thin.” I there considered the incorpora- 
tion of a partnership business, and recom- 
mended that if some assets were not needed 
in the business (perhaps cash, or bonds or 
accounts receivable), then such assets should 
be withheld from the transfer to the new 





1 Schlesinger, ‘‘ ‘Thin’ Incorporations: Income 
Tax Advantages and Pitfalls,’’ 61 Harvard Law 
Review 50 (1948). 

2 Ibid. at pp. 71-72. 

3 ‘‘Can Cash Have a Basis of Less Than Cash?’’ 
TAxEsS—The Tax Magazine, June, 1949, p. 517. 


corporation. However, I cautioned—and 
Mr. Roehner’s confusion now gives added 
weight to that caution—against a distribu- 
tion to the partners of the assets intended 
for use in the new business (or of the new 
corporation’s stock into which the partner- 
ship itself might already have converted 
those assets) before (1) conversion by the 
partnership of the withheld assets into cash 
and (2) distribution by the partnership of 
that and other withheld cash. That caution 
was predicated on the Treasury’s published 
position respecting the allocation of a part- 
ner’s basis of his partnership interest upon 
a partial partnership liquidation; in some 
partial liquidation situations that position 
will clearly and inevitably result in the re- 
maining bases of the partnership interests 
being less than the withheld cash (or the 
cash into which other withheld assets are 
soon to be converted). As a result, the 
individual partners will incur taxable gain 
upon ultimate liquidation of the partnership 
when it finally pays out the cash (or if it 
pays out the withheld assets in kind, then 
upon their later conversion into cash by the 
partners acting in their sole capacities). 


In demonstrating that gain might result 
under the published Treasury position, the 
following example was used: Two partners 
each invest $150,000 of cash in a partner- 
ship. The aggregate bases of the part- 
nership interests to the two partners are 
$300,000. The partnership now holds stock, 





4 The original bases would probably be modi- 
fied as a result of partnership profits or losses 
since organization; in the interests of sim- 
plicity, it is assumed that the present bases cor- 
respond to the original. 


Mr. Schlesinger is a member of the Cleveland law firm of Grossman, 
Schlesinger and Carter. Also, he is a Lecturer in Taxation, Law School of 
Western Reserve University 
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for which it paid $200,000 but which is now 
worth $900,000; in addition, it holds $100,000 
in cash (or, in the alternative, it holds 
United States Government bonds which had 
cost it $100,000 and which are still worth 
exactly $100,000)... That partnership now 
proposes to liquidate. It was suggested that 
only the “hardy practitioner” would disre- 
gard two Treasury Department published 
rulings,® particularly since the second is sup- 
ported by an intervening Congressional 
committee report,’ by failing to distribute 
the cash or bonds either before or simul- 
taneously with the stock. Under those pub- 
lished rulings, if the stock was distrib- 
uted first, then 900,000/1,000,000ths of the 
$300,000 partnership interest bases would be 
allocated to the stock, i. e., $270,000; only 
$30,000 of the bases would remain for allo- 
cation to the remaining partnership interests. 
As a result, upon later complete liquidation 
of the partnership through distribution of 
its $100,000 cash, a $70,000 gain would re- 
sult (or if ultimate complete liquidation of 
the partnership was effected by distribution 
of its government bonds, then upon after 
sale of those bonds the $70,000 gain 
would arise). 


Confusion of Bases 


In that example, no reference was made 
to the basis of the cash; nor did any such 
question ever arise. We must be concerned, 
however, with the bases of the remaining 
partnership interests. Only by determining 
the basis of a partnership interest can one 
determine whether or not gain arises upon 
ultimate liquidation of the partnership—the 
question which was there under discussion. 
Mr. Roehner has unfortunately failed to dis- 
tinguish between the basis to a partnership 
of its assets and the basis to a partner of 
his partnership interest. 


This distinction can be most clearly high- 
lighted by assuming that, as in the example 
above, the partnership distributes its 
$900,000 worth of stock but retains, its 
$100,000 worth of bonds. We then have a 
question as to the basis of the stock re- 





‘Again for reasons of simplicity, it is as- 
sumed that the withheld assets in kind are 
bonds. The distribution of the withheld assets 
after the other assets is most likely to occur, 
however, when accounts receivable are withheld; 
in that situation the tendency is to place title 
to the new corporation's stock in the individual 
partners’ names, but delay further distributions 
until the receivables have been collected by the 
old partnership. 

®1..T. 2010, III-1 CB 46 (1924); G. C. M. 20251, 
1938-2 CB 169. 

7H. R. Rep. No. 704, 73rd Congress, 2d Ses- 
sion, p. 18 (1934). 





ceived and as to the bases of the remaining 
partnership interests. The question was 
discussed in my article because there are 
two interesting alternative possibilities: 


(1) Predicated upon the respective mar- 
ket values of the stock and the bonds, 
900,000/1,000,000ths of the $300,000 of the 
aggregate bases might be allocated to the 
stock and 100,000/1,000,000ths might be allo- 
cated to the remaining partnership interests. 
This is the Treasury Department’s pub- 
lished view.® 


(2) In the alternative, on the theory that 
basis “carries through,” the $200,000 basis 
of the bonds to the partnership might become 
the basis of the bonds in the hands of the 
partners following the distribution. On this 
theory the bases to the partners of their re- 
maining partnership interests would then ag- 
gregate $100,000" 

It will be observed that under neither pos- 
sibility (1) nor possibility (2), discussed 
above, are we concerned with the basis of 
the withheld bonds. Even under possibil- 
ity (1) the basis of the bonds to the part- 
nership which continues to hold them will 
be $100,000 (and not the $30,000 which 
becomes the basis to the partners of their 
remaining partnership interests). Under no 
view would a subsequent sale of those bonds 
by the partnership for $100,000 be treated 
as giving rise to a $70,000 gain; under no 
view would the basis of those bonds be 
changed to $30,000. 


Similarly, if the withheld assets consist 
of cash rather than of bonds, the basis of 
that $100,000 of cash does not change to 
$30,000. We are not concerned with the 
basis to the partnership of the cash, but 
rather with the basis to each partner of his 
remaining partnership interest.” 





8 G. C. M. 20251, 1938-2 CB 169. 

® This view has eminent support. Rabkin 
and Johnson, ‘“‘The Partnership Under the Fed- 
eral Tax Laws, 55 Harvard Law Review 909 
(1942). 

10 Mr. Roehner seems to confuse, and to view 
as interchangeable or synonymous concepts, the 
basis of assets to the partnership and the basis 
of a partnership interest to a partner. Thus, 
he says (op, cit. at p. 517): 

“The three authors maintain, to take the 
illustration furnished by Rabkin and Johnson, 
that if E and F each contribute $5,000 in cash 
to a partnership, a total of $10,000, and the 
partnership buys securities for $4,000 and dis- 
tributes them to the partners when they in- 
crease in value to $6,000, the basis of the 
securities to the partners is $5,000, which leaves 
a basis of $5,000 for the cash of $6,000 still in 
the partnership.’’ (Italics supplied.) 

Only two short paragraphs later Mr. Roehner 
quotes from Internal Revenue Code Section 113 
(a) (13) the phrase ‘‘basis in his hands of his 
partnership interest.’’ 
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Further to highlight the distinction be- 
tween basis to a partnership of its assets 
and basis to a partner of his partnership 
interest, we may assume that some time 
after a partial liquidation with cash retained, 
the partnership distributes such cash. When 
we talk about the possibility of gain upon 
such ultimate liquidation, we have in mind 
an exchange of a remaining partnership in- 
terest for assets (in this case, cash). The 
remaining partnership interest is given up; 
the assets are received. Gain, as in all ex- 
changes, is the excess of the value of what 
is received over the basis of what is given up.” 
Basis relates only to what is given up. But 
cash is not given up. How, then, can the 
basis of cash enter this picture ?” 

Up to this point, then, we may summarize 
as follows: (1) Presumably everyone will 
agree that cash cannot have a basis of less 
than cash. (2) Catchy though Mr. Roeh- 
ner’s title may be, neither it nor a sub- 
stantial part of his discussion has any 
bearing on the partnership interest basis 
problem posed in the article under attack. 


Remaining Partnership Interests 


In justice to Mr. Roehner, to turn now 
to the subject of my article, let us consider 
what his disagreement presumably would 
have been had he disagreed with what I did, 
rather than with what I did not, say. 

Putting aside his confusion of the basis 
of a partnership interest with the basis of 
cash, we might restate Mr. Roehner’s posi- 
tion as follows: that the published Bureau 
rulings never compel an allocation of basis 
to the remaining partnership interests of an 
amount less than the cash in the partner- 
ship, and that there can never be a gain 
on a liquidating distribution of cash.” 
Turning now to examine whether that re- 
stated position has any foundation, we find 
that it is expressly contradicted by two 
authorities: (1) those published rulings and 
(2) Mr. Roehner himself. 





1 Code Section 111 (a). 

12 My article defined partnership interest basis 
as the subject of discussion when it stated that 
following a partial liquidation, a ‘‘partner’s 
basis of his partnership interest remaining ... 
can be less than the later cash distribution.’’ 
(Italics supplied.) Schlesinger, op. cit. at p. 72. 
It was concluded that application of the pub- 
lished rulings to the example there and here 
used ‘“‘leaves only a $15,000 basis to each part- 
ner for his remaining partnership interest.’’ 
(Italics supplied.) Ibid. at p. 74. 

13 He makes the ambiguous statement (op. cit. 
at p. 519): 

“All that is necessary to follow the meaning 
of the statute where the partnership has cash 


Caveat Reiterated 


Published Rulings 


My article relied upon three published 
officials views on this subject: (1) the third 
phase of I. T. 2010,7* (2) a 1934 Congres- 
sional committee report” and (3) G. C. M. 
20251.%. In that portion of this article de- 
voted to criticism of my position, Mr. 
Roehner adverts to my reliance on I. T. 
2010, but he neglects completely to take 
account of the support for my position which 
is implicit in the Congressional committee 
report and explicit in the later G. C. M. 


I. T. 2010 involved a partnership which 
completely liquidated by distributing cash 
and securities. In the three phases of that 
ruling it was held that (1) a partner real- 
ized no gain or loss on the liquidation, 
(2) the basis of his partnership interest 
should be reduced by the amount of cash 
received and (3) the remaining basis of his 
partnership interest should be allocated 
among securities received in proportion to 
their respective values at the time of 
liquidation. 

It was pointed out in my article that 
phase (3) of I. T. 2010 speaks of allocating 
a partnership interest among various assets 
received upon liquidation. My position was 
that that third phase would compel a similar’ 
allocation of a partnership interest as be- 
tween assets received in kind upon partial 
liquidation and the remaining partnership 
interest. After restating my position in 
that respect, Mr. Roehner states that “he 
[Schlesinger] leaps to the conclusion that 
cash” [read “partnership interest’ ] can have 
a basis of less than cash.” 

That “leap” was not nearly so broad as 
Mr. Roehner would make it. Two interven- 
ing steppingstones on which I firmly trod 
and which lead inevitably to my conclusion 
went unnoticed in that connection by Mr. 
Roehner. Both the 1934 Congressional com- 
mittee report “ and a later G. C. M. by the 
Bureau ” indicate that upon the partial liqui- 
dation of a partnership a partner’s interest 
is allocated among the assets ‘received in 
kind on the one hand and the remaining 
partnership interest on the other, according 





is to deduct cash from the partnership interest, 
since cash is the only basis ‘properly allocable’ 
to cash—for there can be no gain or loss on its 
disposition.’’ (Italics supplied.) 

By ‘‘disposition,’’ he apparently refers to a 
distribution in liquidation, and that meaning is 
assumed in the text above. 

14 Supra, footnote 6. 

1 Supra, footnote 7. 

16 Supra, footnote 8. 

1 Op. cit. at p. 520. 

18 Supra, footnote 7. 

19 Supra, footnote 8. 
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to the respective values of the assets 
received in kind and that remaining part- 
nership interest. The casual reader can per- 
haps be forgiven for overlooking footnotes 
which heckle the text, but one cannot be so 
charitable in condoning that omission by a 
critic. Let us quote the footnote which 
apparently escaped Mr. Roehner’s attention: 


“The third phase of I. T. 2010 allocates 
the basis remaining, after reduction for cash 
received, among assets in kind received at 
the same time. We are considering now, 
however, a partial liquidation and the allo- 
cation of basis between assets distributed, 
on the one hand, and the remaining partner- 
ship interest, on the other. If the alloca- 
tion formula of I. T. 2010 is correct on the 
facts there involved, it would seem that a 
similar allocation would be required under 
the slightly varied facts in the text. Even 
more to the point is the House Committee 
report on the provision which became 
§ 113(a)(13) of the Revenue Act (presently 
a part of the Internal Revenue Code under 
the same designation) of 1936, 49 Stat. 1684 
(1936). H.R. Rep. No. 704, 73d Cong., 2d 
Sess. 18 (1934). That section provided for 
allocation of a partner’s basis to assets in 
kind received by him upon liquidation. An 
example used by the Committee allocated 
one-half of a partner’s basis to assets re- 
ceived by him when the partnership liqui- 
dated partially by distributing ‘one-half of 
its assets’. For an interpretation of the 
Committee’s example, see G. C. M. 20251, 
1938-2 Cum. Bull. 169. ‘One-half of its 
assets’ was there construed to mean one-half 
as determined by the then value of those 
assets.” ”° 

There is, perhaps, some excuse for dwell- 
ing upon the obvious when that obvious has 
been overlooked™ G. C. M. 20251 un- 
equivocally states: 

“In its hypothetical case the committee 
stated that ‘the partnership distributes to 
the partners property representing one-half 
of its assets’. The committee did not state 
that the partnership distributes propérty 
representing ‘one-half of its assets measured 
by cost to the partnership’. In the 
opinion of this office, when, as here, and in 
the example of the Ways and Means Com- 
mittee, a partnership distributes a part of 
its assets, the amount ‘properly allocable’ 
should be determined by reference to the 


20 Schlesinger, op. cit. at footnote 50. 

21G,. C. M. 20251 is commented upon by Mr. 
Roehner in two other connections. He nowhere 
indicates my reliance upon its unequivocal state- 
ment that ‘‘one-half’’ has reference to then mar- 
ket values. 


value of the assets at the time of distribu- 
tion.”* (Italics supplied.) 


In my example I applied that ruling to a 
distribution of nine tenths of the then value 
of partnership assets, concluding that nine 
tenths of a partner’s basis would be allocated 
to those assets and one tenth to the re- 
maining partnership interest. That is 
neither an inference from nor a construc- 
tion of the G. C. M. The G. C. M. says 
precisely that—black on white. If one will 
merely apply the unqualified rule of the 
G. C. M., it will not be “difficult to under- 
stand how Mr. Schlesinger could come to 
such a conclusion.” * 


As we have seen, the Congressional com- 
mittee report and the G. C. M. contradict 
Mr. Roehner’s view that a partnership in- 
terest basis cannot be less than the cash 
it represents. 


Self-Contradiction 


Furthermore, Mr. Roehner himself con- 
tradicts his own view. In criticizing certain 
statements of Messrs. Rabkin and Johnson, 
he relies on the very language of that same 
report and ruling and fixes on them a lim- 
ited “construction” which would allocate to 
partnership interests bases of less than cash, 
given the very example cited and the very 
distribution order cautioned against in 
my article. 


The possibility of allocating to a remain- 
ing partnership interest a basis less than the 
cash which it represents derives from the 
manner in which the Treasury Department 
allocates the basis of the original partner- 


ship interest. As indicated above, that 
allocation is made on the basis of market 
values. The possibility of a basis less than 
cash would disappear if that allocation were 
made instead on the theory of basis “carry- 
ing through.” Thus, in our example, the 
aggregate bases of partnership interests are 
$300,000, and the partnership distributes 
stock wortl $900,000 but costing $200,000, 
and reserves in the partnership $100,000 of 
cash, government bonds or accounts receiv- 
able; the result of the Bureau’s published 
position completely disappears if the $200,000 
basis of the stock “carries through” so that 
$200,000 of the aggregate $300,000 of part- 
nership interest bases is allocated to that 
stock, leaving $100,000 for the remaining 
partnership interests. The proper alloca- 
tion, according to Messrs. Rabkin and 
Johnson, is just that.* (I neither agree nor 


22 1938-2 CB at 170. 
23 Roehner, op. cit. at p. 519. 
24 Op. cit., supra, footnote 9. 
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disagree with those eminent authorities; I 
merely take the position, in agreement with 
them, that the Bureau’s published opinion, 
valid or invalid, is to the contrary. Ac- 
cordingly, my article suggested arranging 
the order of distribution so as to avoid the 
impact of that published opinion.) In one 
part of his article, Mr. Roehner criticizes 
the “carry-through” theory of Messrs. 
Rabkin and Johnson and in that connection 
cites the very Congressional Committee re- 
port and G. C. M. relied upon by me. Thus, 
Mr. Roehner says: 

“According to the committee reports, the 
Bureau’s interpretation of Section 113(a) (13) 
is the only correct one, and the interpreta- 
tion that Rabkin and Johnson offer would 
be a gross perversion of the meaning of the 
statute. True, it might seem more 
sensible for Congress to have provided that 
the basis to the partners on a distribution 
in kind by the partnership shall be the same 
as it was in the hands of the partnership, 
an interpretation which Rabkin and Johnson 
contend is the correct one. But if the 
Bureau so interpreted the statute, it would 
be doing violence to the committee reports 
which explained the statute. It is signifi- 
cant that Rabkin and Johnson have re- 
frained from giving the language of the 
committee reports in their argument against 
G. C. M. asi.”" 

While insisting that the committee report 
and the G. C. M. compel allocation accord- 
ing to then market values, Mr. Roehner 
carves out an exception where cash is with- 
held because: 

“Since no cash was involved in the 
G. C. M. illustration, and no reference was 
made to cash, certainly it cannot be said that 
G. C. M. 20251 intended a basis other than 
cash to be allocated to cash [read ‘partner- 
ship interest’].” * 

To summarize Mr. Roehner’s limited 
“construction” of the committee report and 
the G. C. M.: (1) Allocation is according 
to then market values. (2) But when cash 
is withheld, the allocation as between assets 
received and remaining partnership interests 
(note that basis is never allocated to cash, 
and we presume to correct Mr. Roehner’s 
statements in that respect) requires sub- 
tracting cash in the partnership from orig- 
inal partnership interest bases so that the 
bases of the remaining partnership interests 
will never be less than the cash they repre- 
sent. In other words, (a) just as in a dis- 
tribution of both cash and other assets the 





> Op. cit. at p. 519. 
26 Ibid. at p. 518. 


Caveat Reiterated 






















cash distributed must be subtracted in de- 
termining basis allocable to the other assets, 
(b) so, in the same fashion, where cash is 
withheld, Mr. Roehner would look inside 
the partnership and subtract that cash. In 
this latter situation he would read an excep- 
tion into the report and the G. C. M. 


There is no warrant for carving out this 
exception. Both the report and the G. C. M. 
speak of allocation as between assets re- 
ceived and remaining interests in the part- 
nership when “one-half of its assets” is 
distributed. In stating that the “one-half” 
refers to market values, the G. C. M. makes 
no exception where cash is withheld. And 
Mr. Roehner’s excising that situation from 
those official views is singular—first, because 
the language of those views admits of no 
qualification; second, because, given a par- 
tial partnership liquidation, the withholding 
of cash is probably the usual pattern. Why 
carve out an exception which will operate 
with at least as much frequency as the 
unqualifiedly stated rule? 


Moreover, as previously indicated, even 
Mr. Roehner’s unwarranted, limited con- 
struction of these published official views 
would result in partnership interests’ some- 
times having bases of less than the cash 
they represent. To revert to my example 
which he criticizes, $900,000 of partnership 
assets costing only $200,000 is distributed 
in kind and $100,000 of government bonds 
is retained. The partnership interest bases 
are assumed to aggregate $300,000. Under 
Mr. Roehner’s view (adopting a market 
value allocation as opposed to the “carry- 
through” theory of Messrs. Rabkin and 
Johnson) nine tenths of $300,000 or $270,000 
(and not $200,000) becomes the basis of 
the assets received and only $30,000 is left 
for the bases of the remaining partnership 
interests. Suppose the partnership later 
sells the bonds for $100,000.% What happens 
even under Mr. Roehner’s view? Does 
“cash” (read “partnership interest”) not 
have a basis of less than cash? 


Summary 


We can summarize Mr. Roehner’s posi- 
tion as follows: 


(1) Mr. Roehner comes up with the 
happy conclusion that cash cannot have a 
basis of less than cash. The universal ac- 
ceptance of this conclusion probably stems 
from reticence to deny that black is black. 





27It is assumed that the basis of the bonds 
to the partnership is $100,000. Of course, any 
gain or loss upon the partnership sale will 
necessitate adjustments in the partners’ $30,000 
bases of their partnership interests. 
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At any rate, that conclusion is not ques- 
tioned or discussed in my article. 


(2) Mr. Roehner takes issue with the 
view that under the Treasury’s published 
position a partnership interest (or “cash,” 
as he calls it) remaining after partial liqui- 
dation will sometimes have a basis of less 
than cash in the partnership. His position 
has the following defects: 


(a) He is contradicted by the unqualified 
language of a Congressional committee re- 
port anda G. C. M. 

(b) He “construes” that unqualified lan- 
guage as requiring allocation according to 
market values except where cash is withheld. 

(c) Eve under his “construction,” a 
partnership interest would sometimes have 
a basis of less than cash. 


How to Avoid the Danger 


It is believed that Mr. Roehner’s confu- 
sion stems from his failure to appreciate 
that when our income tax law speaks of a 
partner’s “basis of his partnership 
interest,” * and when the rulings and Con- 
gressional committee reports allocate that 
basis, they are at that point assuming the 
separate-entity concept. And in speaking 
of the basis of such a partnership interest 


33 Code Section 113 (a) (13). 


to a partner, we are not concerned with the 
basis of cash to the partnership entity. The 
confusion of those two basis questions stems 
from failure to distinguish the aggregate and 
independent-entity concepts of partnerships. 


The latter concept, as applied in the pub- 
lished position of the Bureau, and particu- 
larly in the Congressional committee report 
itself, poses a very real pitfall into which 
an unwary lawyer might easily slip. Un- 
der the officially published views, the pos- 
sibility of that slip can be avoided only 
(1) if the conversion of noncash assets which 
are intended for reduction into cash is done 
by the partnership, and (2) if that and any 
other cash is distributed no later than 
simultaneously with the other assets. The 
dangers attendant upon the confusion in this 
field justify repetition of the previously ex- 
pressed caveat respecting partial liquidations : 


“We understand that in actual practice 
today the Bureau will follow the undivided- 
interest rather than the _ separate-entity 
theory upon such a liquidation. This prac- 
tice, however, is contradictory to the Bu- 
reau’s published position. So long as there 
is no published retrenchment from that posi- 
tion, only the hardy practitioner will fail to 
take account of it.”” [The End] 


29 Schlesinger, op. cit. at pp. 76-77. 
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to a Business Use 


By JOHN C. BRUTON 


N THE CASE OF Heiner v. Tindle? the 

late Philander C. Knox had acquired a 
residence for himself in Pittsburgh at a cost 
of $172,000 in 1892. In 1901 he was required 
to move to another city, and rented the 
property as a residence until 1920, when it 
was sold for $73,000. The loss so incurred 
was claimed as a deduction in computing 
his income tax for that year. The Com- 
missioner contended that since Mr. Knox 
had originally acquired the property as a 
residence for himself, its acquisition could 
not be said to be a “transaction entered 
into for a profit’; therefore, the loss, like 
maintenance expenses and depreciation, was 
not deductible.” The taxpayer contended 
that as the property was being used for 
the production of income when the loss was 
incurred, the deduction should be allowable 
since it applied to “any transaction entered 
into for profit.” The Supreme Court sus- 
tained this contention, and said that the 
word “transaction” in the statute should not 
be given a technical meaning. The Court 
pointed out that by renting the property, 
Mr. Knox had appropriated it “to the pro- 
duction of profit,” and that his “purpose to 
use the property as a residence” came to an 
end when it was leased; “and from that day 
until it was sold, nineteen years later, it 
was devoted exclusively to the production of 
profit in the form of net rental,” 


Thus was born the doctrine of “appro- 
priation” of residential property to a busi- 
ness use. The Treasury thereafter revised 
its Regulations under Section 23 (e) of the 





1[1 ustc J 299] 276 U. S. 582 (1928). 
2 Code Sections 23(e)(2) and 24. 


Appropriation of Residential Property 


Appropriation of Residential Property 


IT’S A QUESTION OF PROVING THAT THE OWNER’S DECISION 
TO CONVERT TO A BUSINESS USE IS A LEGAL FACT 









Attorney, Columbia, South Carolina 





Code to authorize the deduction of losses 
whenever former residential property was 
so appropriated. The Regulations provide: * 


“A loss on the sale of residential property 
purchased or constructed by the taxpayer 
for use as his personal residence and so used 
by him up to the time of the sale is not 
deductible. If, however, property so pur- 
chased or constructed is prior to its sale 
rented or otherwise appropriated to income- 
producing purposes and is used for such 
purposes up to the time of its sale, a loss 
from the sale of the property ...is... an 
allowable deduction.” 


There have been many unsuccessful at- 
tempts to extend the doctrine of appropria- 
tion to less than an actual renting of the 
property. In Morgan v. Commissioner,’ the 
taxpayer had built a home in which he had 
resided for about fifteen years. In 1927 he 
was compelled, on account of his health, to 
move to Florida. He placed the property 
in the hands of a real estate agent, “with 
instructions to diligently endeavor to rent 
same in whole or in part, or to sell it.” In 
1929 the property, never having been rented, 
was sold for a loss, and the amount thereof 
was claimed as a deduction. The court dis- 
allowed the loss on the ground that since 
the property had not been rented, there was 
no conversion, despite the taxpayer’s inten- 
tion to rent it. The court said: 


“The owner did not remodel or recondi- 
tion the house, or do anything that specially 





3 Regulations 111, Section 29.23(e)-1. 
4 [35-1 ustc { 9243] 76 F. (2d) 390 (CCA-5, 
1935). 
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devoted it to rental purposes. ... Here the 
taxpayer could have returned any day to 
his home, or have sold it without hindrance.” 


An abandonment alone is insufficient for 
an appropriation since the property “re- 
mains subject to .[the owner’s] unfettered 
will” and a residential use may be resumed.* 
A change in the character of the neighbor- 
hood from residential to business use, 
coupled with a bona fide intent to lease the 
property for business purposes, is likewise 
insufficient where there is no contract bind- 
ing on the owner.* Permitting the property 
to be used by charitable companies which 
obtain tax abatements and pay the main- 
tenance expenses is insufficient for an ap- 
propriation.” Listing the property with a 
broker who has the exclusive right to rent 
is not an appropriation.® 


Subsequent Use as Residence 


On the other hand, if the property is 
originally acquired for the purpose of pro- 
ducing income or making a profit on the 
transaction, a subsequent use of the property 
as a residence will not forfeit the taxpayer’s 
right to claim a loss on the subsequent sale 
unless the business purpose prevailing upon 
the acquisition of the property is later aban- 
doned. In Gaunt v. Glenn’ the taxpayer sold 
her residence and as part consideration 
therefor received a house which the buyer 
had formerly used as a residence. She in- 
tended to sell the residential property ac- 
quired in the exchange as promptly as 
possible, but resided there a while before 
doing so. The court found that there was 
no abandonment of her original purpose to 
sell the property as soon as possible, and 
that therefore the loss was deductible. This 
view was consistently taken by the Board 
of Tax Appeals.” 


Where, however, the original intention to 
erect business property is abandoned, or 
where the intent of a future business use of 
the property is clearly subsidiary in the 
taxpayer’s mind to its use for residential pur- 
poses, the loss is not deductible. In Gevirtz 


5 Rumsey v. Commissioner [36-1 ustc { 9157], 
82 F. (2d) 158 (CCA-2, 1936). 

* Phipps v. Helwering [41-2 ustrc { 9787], 124 
F. (2d) 292 (CA of DC, 1941). 

1 Helen D. Emmet [CCH Dec. 16,512], 11 TC 
—, No. 13 (1948). 

8 Allen L. Grammer [CCH Dec. 16,770], 12 TC 
—, No. 7 (1949). 

% [47-1 ustc f 9164] 69 F. Supp. 747 (DC Ky., 
1947). 

See, e. g., John Hughes [CCH Dec. 2805], 
8 BTA 206; W. W. Holloway (CCH Dec. 5928], 
19 BTA 378; Marjorie G. Randall [CCH Dec. 
7886], 27 BTA 475. 
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v, Commissioner it appeared that the tax- 
payer had originally acquired land for the 
purpose of building an apartment house. 
Subsequently this purpose was abandoned 
because it was found that the erection of 
other apartment houses in the neighborhood 
was contemplated. The taxpayer then built 
on the property a large residence so con- 
structed that it could later have been con- 
verted into an apartment house. But this 
was not done, and the property was there- 
after sold for a substantial loss. The court 
held that the loss was not deductible. It 
stated that while the taxpayer’s original 
intent had been to erect a business building, 
this original plan had been abandoned. A 
future business use of the property, the 
court said, was clearly subsidiary in the 
taxpayer’s mind to the use of the property 
as a residence. 


The rationale of the cases holding that 
where the property has been originally ac- 
quired for a residence, a binding contract 
or an actual lease is necessary for an ap- 
propriation is that until the property is 
actually leased or a binding contract made, 
it “is possible for the owner to resume resi- 
dential uses by a mere change of mind.” 
While the question has not been litigated, 
it would seem that if the property is re- 
modeled so as to make a residential use 
impossible, grounds for an appropriation are 
present. 


What has been said refers only to an 
appropriation of residential property for the 
purpose of claiming a loss. What about an 
appropriation for the purpose of deducting 
maintenance expenses and depreciation? 


Prior to the 1942 amendments to the 
Code, an appropriation for the purpose of 
claiming a deduction for maintenance ex- 
penses and depreciation was governed by 
precisely the same rules as those for de- 
termining whether or not there was an ap- 
propriation for the purpose of losses.” 
While maintenance expenses and deprecia- 
tion, prior to 1942, were allowed only as 
to property used in a “trade or business,” all 
income-producing real estate was so con- 
sidered.” Thus, where the property involved 
was not income-producing real estate and 
was not used in a “trade or business,” al- 
though it was held “for profit,” a loss on 
the sale was deductible; but in the loss com- 


8 
[41-2 ustrc { 9760] 123 F. (2d) 707 (CCA-2, 
1941). 


122 Robinson v. Commissioner [43-1 ustc {] 9280], 


134 F. (2d) 168 (CCA-3, 1943); 
Dec. 12,921-C], 1 TCM 274. 

13 See John FPackler [CCH Dec. 12,169], 45 BTA 
708; aff'd [43-1 usre { 9270] 133 F. (2d) 509 
(CCA-6, 1943). 
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putation the basis of the property was not 
adjusted for depreciation, since none was 
allowable.* This discrimination in favor of 
real estate investments and against invest- 
ments in stocks and bonds was clearly 
brought to the fore in Higgins v. Commis- 
sioner,* resulting in Congress’s amending 
the Internal Revenue Code in this respect. 


In the Higgins case, the taxpayer main- 
tained a staff of employees and a large 
office for the investment and management 
of a fund of $35,000,000, consisting of about 
$25,000,000 in stocks and bonds and about 
$10,000,000 in income-producing real estate. 
Although all of the income from the fund 
was subject to income tax, the Supreme 
Court held that the portion of the expense 
attributable to the management and invest- 
ment of the stocks and bonds could not be 
deducted, but that the portion of the expense 
attributable to the real estate could be. 


Promptly after this decision, Congress 
amended Section 23 of the Code to permit 
the deduction of expenses incurred in the 
management of property held for the pro- 
duction of income and not used in the tax- 
payer’s “trade or business” (Section -23 
(a) (2)) and to permit the deduction of 
depreciation on such property (Section 23 


(1) (2)).* 


As the Court had historically treated 
income-producing real estate as property 
held in a “trade or business,” the 1942 
amendments theoretically should not have 
affected real estate. However, the Treasury 
Department views as to what constituted an 
appropriation of residential property for the 
purpose of deducting maintenance expenses 
and depreciation were considerably altered 
by the amendments. In Regulations 111, 
Section 29.23 (a) (15), dealing with non- 
trade or nonbusiness expenses, it provided: 





4#J, A. Talbot [CCH Dec. 7044], 23 BTA 792. 
See also Roehner, ‘‘Tax Court in Error in Hold- 
ing All Rental Property Is ‘Used in Trade or 
Business’,’’ TAXES—The Tax Magazine, Novem- 
ber, 1947, p. 1000. 

18 [41-1 ustc {| 9233] 312 U. S. 212 (1941). 

16 The 1942 amendments consisted of the addi- 
tion of paragraphs (2) both in Section 23(a) and 
in Section 23(1) of the Code: 

Section 23(a)(2). ‘‘Non-trade or non-business 
expenses.—In the case of an individual, all the 
ordinary and necessary expenses paid or in- 
curred during the taxable year for the pro- 
duction or collection of income, or for the 
management, conservation, or maintenance of 
property held for the production of income.”’ 

Section 23(1)(2). ‘‘Depreciation.—A reason- 
able allowance for the exhaustion, wear and 
tear (including a reasonable allowance for obso- 


lescence) . . . of property held for the produc- 
tion of income.”’ 
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“Ordinary and necessary expenses paid or 
incurred in connection with the manage- 
ment, conservation, or maintenance of prop- 
erty held for use as a residence by the 
taxpayer are not deductible. However, ordi- 
mary and necessary expenses paid or in- 
curred in connection with the management, 
conservation, or maintenance of property held 
by the taxpayer as rental property are deduc- 
tible even though such property was formerly 
held by the taxpayer for use as a home.” 


Robinson Case 


The immediate effect of the amendments 
on the decision concerning an appropriation 
of residential property to a business use was 
reflected in Robinson v. Commissioner.” 
There the Circuit Court of Appeals held, 
in 1943, that a mere abandonment and at- 
tempts, through listing, to rent the property 
did not constitute an appropriation of the 
residence for the purpose of deducting the 
maintenance expenses and depreciation. At 
the time of this decision, however, the 1942 
amendments to Sections 23 (a) and 23 (1) 
had been enacted, although when the case 
was tried in the Tax Court, the amendments 
had not been made. The Circuit Court, 
while holding that the facts were insuffi- 
cient for an appropriation, nevertheless re- 
manded the case to the Tax Court so that 
the latter could consider the effect of these 
amendments upon the taxpayer’s claim. 
Upon further consideration, in the light of 
this remand, the Tax Court * held that there 
was an appropriation for the purpose of 
deducting the maintenance expenses and the 
depreciation. Since that time, although the 
Robinson decision has been referred to 
favorably,” there are several indications that 
the holding will be strictly confined to a 
listing for the purpose of rental only. In 
the case of S. Wise,” it was held that outlays 
for advertising and listing in attempting to 
rent former residential property were not 
deductible. In Warren Leslie, Sr.™ it was 
held that the expenses of a caretaker for 
a former residence, which had been offered 
for sale, were not deductible. The facts 
there showed that the property had been 
damaged, and indeed rendered uninhabita- 
ble; so that it could not have been rented. 
Thus, this case was distinguishable from 
the decision of the Tax Court in the Robin- 





1 Supra, footnote 12. 
1% [CCH Dec. 13,349] 2 TC 305 (1943). 


1” Anna C. Newberry [CCH Dec. 14,433(M)], 4 
TCM 262 (1945). 


2 [CCH Dec. 14,778(M)] 4 TCM 898 (1945). 
21 [CCH Dec. 15,033] 6 TC 488 (1946). 
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son case. In George W. Ritter” a deduction 
for maintenance expenses and depreciation 
were denied to the owner of a yacht, as it 
was held that there could be no appropria- 
tion since the owner had listed the property 
merely for sale and not for rent. Thus, an 
offering for sale is not sufficient for an ap- 
propriation, even for the purpose of the 
deduction of maintenance expenses and de- 
preciation. But an offering of property for 
rent is sufficient. 


The distinction between an appropriation 
for the purpose of deducting a loss upon 
sale of the property and an appropriation 
for the purpose of deducting maintenance 
expenses and depreciation is brought out in 
Warner v. Commissioner,” where it was held 
that a loss on the sale of former residential 
property could not be deducted even though 
the Commissioner had previously allowed 
deduction for depreciation and maintenance 
expenses from the time the property was 
abandoned by the taxpayer in 1937. 


22 [CCH Dec. 15,418(M)] 5 TCM 849 (1946); 
aff'd [47-2 ustc { 9378] 162 F. (2d) 1019 (CCA-6, 
1947). 

33 [48-1 ustc { 9250] 167 F. 
1948). 


(2d) 633 (CCA-2, 


If property has been inherited by the 
taxpayer, even though it was formerly used 
as a residence, and is immediately, without 
having been occupied by the taxpayer, of- 
fered for sale or for rent, the property is 
deemed to have been acquired and held for 
a business purpose, and the taxpayer is per- 
mitted the deduction, both of losses and 
expenses, for maintenance and deprecia- 
tion.“ The same is true of property which 
is the subject of a gift.™ 


Where there has been a conversion or an 
appropriation, an appraisal of the property 
should be made at that time. Not only de- 
preciation, but the loss on any subsequent 
sale (loss, not gain) must be based on that 
figure if it is lower than the original cost 
of the property.” 

[The End] 


24 Robert W. Williams [CCH Dec. 421], 1 BTA 
1101; N. Stuart Campbell [CCH Dec. 14,614], 
5 TC 272 (1945); Anna C. Newberry, supra, foot- 
note 19; Margaret M. Kinnicutt [CCH Dec. 
14,870(M)], 4 TCM 1051 (1945). 

2 Helen Converse Thorpe [CCH Dec. 1314], 
3 BTA 1006; Sarah F. Robbins [CCH Dec. 
14,840(M)], 4 TCM 1003 (1945). 

2° Martha B. Ratliff [CCH Dec. 16,083(M)], 6 
TCM 1103 (1947). 











COMMUNITY-PROPERTY LAWS REPEALED 


When the Revenue Act of 1948 permitted income splitting, states 
which had superimposed community-property laws on their common- 
law jurisprudence to obtain tax relief, no longer needed community- 
property laws for that purpose. Therefore, they took steps to discard 
such legislation.. For example, the community-property law was 
repealed in Michigan as of May 10, 1948; in Oklahoma, as of June 
2, 1949; in Nebraska, as of April 20, 1949; and in Oregon, as of April 
11, 1949. Pennsylvania’s law was declared unconstitutional by its own 
Supreme Court on November 26, 1947. 








The eight original community-property states—i. e., Arizona, 
California, Idaho, Louisiana, Nevada, New Mexico, Texas and Wash- 
ington—retain their community-property laws. 


The Hawaiian community-property law also was very short- 


lived. It went into effect on June 1, 1945, and was repealed as of 
June 30, 1949. 
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DEPRECIATION ALLOWANCES 








on Contributed Property 


By PAUL D. SEGHERS — — Certified Public Accountant, New York 


THE IRONCLAD RULE PERMITTING NO DEDUCTIONS FOR 


DEPRECIATION DEPRIVES THE TAXPAYER OF A SUBSTAN- 


TIX HE United States Tax Court in a num- 

ber of recent decisions’ has announced 
a virtually ironclad rule that no deprecia- 
tion deductions may be taken on improved 
property contributed by a municipality or 
a civic group to a taxpayer as an induce- 
ment to locate its business in a particular 
city or town. A sound public policy is 
thwarted by these decisions. 

The Tax Court takes the position that 
authority for this arbitrary rule is derived 
from the decision of the United States Sup- 
reme Court in the Detroit Edison case. That 
decision, however, was made on narrow 
grounds. It was based upon a unique set 
of facts which are in no way typical of 
the fairly common situation wherein real 
property or money, or both, are given to 
a business enterprise or are contributed to 
its capital. Furthermore, the opinion of the 
Supreme Court in the Detroit Edison case 
is barren of any statement of law, or even 
any dictum, which could support the en- 
suing decisions of the Tax Court. Finally, the 
decisions of the Tax Court on this issue are in 
patent conflict with Sections 113(a)(2) and 
113(a)(8)(B) of the Internal Revenue Code 
and the Treasury Regulations * thereunder. 

The inequity of the Tax Court’s new rule 
in such cases heavily burdens business 
enterprises of great variety in kind and size. 
Recipients of contributed property are by 
this rule deprived of a very substantial 





1McKay Products Corporation [CCH Dec. 
16,161], 9 TC 1082; Brown Shoe Company, Inc. 
[CCH Dec. 16,252], 10 TC 291; C. L. Downey 
Company [CCH Dec. 16,387], 10 TC 837. 

2 Detroit Edison Company v. Commissioner 
[43-1 ustc J 9418], 319 U. S. 98. 

3 Regulations 111, Sections 29.113(a)(2)-1 and 
29.113 ¢a) (8)-1. 
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TIAL PORTION OF THE VALUE OF THE CONTRIBUTION 


portion of the value of the contribution. 
Because of this unfortunate result, business 
organizations henceforth will have to ap- 
praise carefully any offer by a municipality 
or similar entity to give capital assets as 
inducements to relocate their operations. 
In order to attract such potential users of 
idle plants and employers of idle citizens, 
such offers must in the future be much 
larger, with a resulting heavier burden on 
the donor community. 


It may be hoped that the United States 
District Courts, in passing upon claims for 
refund where such contributions or gifts 
are involved, will refuse to follow the Tax 
Court in practicing such harmful judicial 
legislation; otherwise, the only cure for 
this oppressive situation will be remedial 
legislation addressed to the business realities 
of the typical case of contributed property 
and designed to preserve to the recipient 
the full value of the contribution. 


Statutory Provisions 


‘It may be helpful to summarize the statu- 
tory scheme governing the allowance of 
depreciation deductions and the basis for 
depreciation. 


(1) A deduction from gross income on 
account of depreciation is permitted by Sec- 
tion 23 (1) of the Internal Revenue Code. 


(2) Section 114 (a) of the Code provides 
that the basis for depreciation shall be the 
adjusted basis provided in Section 113 (b) 
for the purpose of determining gain. 


(3) Section 113 (b) provides that the ad- 
justed basis for determining gain shall be 
the basis determined under Section 113 (a), 
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with certain adjustments (set forth in Sec- 
tion 113 (b)) which are not relevant to 
the present discussion. 


(4) Section 113 (a) provides that the 
unadjusted basis of property shall be the 
cost of such property, subject to the fol- 
lowing exceptions pertaining to the cases 
under discussion: 


(a) One of the exceptions (Section 113 
(a) (2)) is that if property was acquired 
by gift after December 31, 1920, the basis 
shall be the same as it would be in the 
hands of the donor or the last preceding 
owner by whom it was not acquired by gift. 


(b) Another of the exceptions (Section 
113 (a) (8) (B)) is that if property was ac- 
quired by a corporation after December 31, 
1920, as paid-in surplus or as a contribu- 
tion to capital, the basis shall be the same 
as it would be in the hands of the transferor, 
increased in the amount of gain or decreased 
in the amount of loss recognized to the trans- 
feror upon such transfer under the law ap- 
plicable to the year in which the transfer 
was made. 


It is clear from a reading of these provi- 
sions of the Code that the depreciation basis 
of property transferred as a gift or con- 
tributed to capital is not the cost of the 
property to the recipient (under the general 
rule of Section 113 (a)), but is the substi- 
tuted basis of the property in the hands of 
the contributor (under one or the other of 
the above-stated exceptions). Regulations 
111, Sections 29.113 (a) (2)-1 and 29.113 (a) 
(8)-1, clearly sustain this position. The 
availability of the substituted basis under 
these circumstances also commends itself 
to common sense and our conception of 
justice because such property has no cost to 
the recipient taxpayer which could be de- 
preciated. Hence, the taxpayer must be al- 
lowed depreciation on some other basis if 
it is not to suffer deprivation of a substan- 
tial part of the value of the contribution. 
Yet the Tax Court in its recent decisions 
has, for all practical purposes, obliterated 
these statutory provisions for a substituted 
basis for use in computing depreciation al- 
lowances. 

The summary treatment accorded Sec- 
tions 113 (a) (2) and 113 (a) (8) (B) by the 
Tax Court is all the more startling when 
the legislative history of these enactments 
is considered.* 


*A legislative history of the: provisions ap- 
pears in Mertens, Law of Federal Income Taz- 
ation, Vol. 3, p. 399, Sections 21.38 and 21.39 
(footnote 14), and p. 519, Section 21.105 (foot- 


note 8). These statutes were enacted for the 
specific purpose of closing avenues of tax avoid- 
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Where property is acquired by a taxpayer, 
its “cost” or “basis” would be—and, prior 
to the enactment of these provisions, was— 
its fair market value when acquired. The 
purpose of these new basis provisions in 
the Internal Revenue Code was to prevent 
the allowance of a “stepped-up” basis in 
excess of the basis in the hands of the trans- 
feror (or of such fair market value in the case 
of a gift of property having a lesser value). 


Detroit Edison Case 


In the Detroit Edison case, the taxpayer, a 
public utility, received applications for serv- 
ice which required extensions of its facili- 
ties involving the expenditure of sums 
greater than the revenue expected to be re- 
ceived from the extended service. In order 
to obtain the desired service, the applicants 
were required to pay for the cost of con- 
struction of the extensions. Under certain 
circumstances, part of the cost paid by the 
customers was refunded to them. The 
Court, however, was concerned only with 
those payments which were unrefundable 
and which were permanently retained by 
the taxpayer. The taxpayer included such 
payments by customers in its surplus ac- 
count and claimed deductions for deprecia- 
tion on the total cost of the extended facilities. 
The Commissioner eliminated from the de- 
preciable property of the taxpayer that portion 
of the cost equal to the unrefunded deposits. 


Before the Board of Tax Appeals, the 
taxpayer vainly contended that it had ob- 


ance. With respect to Section 113 (a) (2), the . 
requirement that the donor’s basis be used was 
first provided for in the 1921 Revenue Act. Prior 
to that time no explicit rule was contained in 
the statutes for determining the gain derived or 
the loss sustained on the sale of property ac- 
quired by gift. The Bureau of Internal Revenue 
maintained that the proper basis was the fair 
market value of such property at the date of 
the gift. A good many taxpayers took advan- 


tage of this rule to avoid tax on increases in 


value of the property by giving the property to 
their wives or relatives immediately before its 
sale. By that device no gain was realized unless 
the selling price exceeded the value of the prop- 
erty at the time of the gift. Section 113 (a) (8) ' 
was amended to restore and continue the Treas- 
ury’s rule that the basis of property transferred 
to a corporation as paid-in surplus is the same 
as the basis of the property to the transferor, 
and to close the avenue for tax avoidance opened 
by the Rosenbloom Finance Corporation decision 
[CCH Dec. 7270], 24 BTA 763. That decision held 
that the basis of property transferred to a cor- 
poration as paid-in surplus was the fair market 
value of the property at the date of transfer. 
To Section 113 (a) (8) (B) was added the pro- 
vision that the basis of property transferred to 
a corporation as a contribution to capital should 
be the same as the basis in the hands of the 
transferor. 
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tained gifts or contributions to its capital 
of the property paid for by its customers, 
and that under the provisions of Sections 
113 (a) (2) and 113 (a) (8) (B) it took the 
basis of the transferors. The Supreme 
Court, affirming, held on the facts that 
neither gifts nor contributions to capital 
were intended, and applied the general rule 
that the basis of property shall be the cost 
of such property to the taxpayer, which was 
zero. The Court rested its decision on what 
it found to be the obvious intention of the 
parties, that the amounts paid by the pros- 
pective customers to the utility taxpayer 
were never intended to be gifts or contribu- 
tions to its capital, but on the contrary were 
the price exacted from and paid by each cus- 
tomer in order to have electric power lines 
extended to his premises. Justice Jackson in- 
cisively stated the Court’s position as follows: 


“It is enough to say that it overtaxes 
imagination to regard the farmers and other 
customers who furnished these funds as 
makers either of donations or contributions 
to the Company. The transaction neither in 
form nor in substance bore such a sem- 
blance. . . . The payments were to the cus- 
tomer the price of the service.’ 


The critical point to be emphasized is 
that in this decision the Supreme Court did 
not deny, nor did it in any way purport to 
deny, that true gifts or true contributions 
to capital of depreciable property can be 
the subject of depreciation deductions in 
the hands of the recipient. 


McKay Products Case 


McKay Products Corporation® illustrates a 
fairly typical case of contributed property. 
One question presented was whether the 
taxpayer was entitled to use the transferor’s 
basis of contributed buildings and equip- 
ment in computing amounts deductible for 
depreciation. The taxpayer contended that 
its predecessor, Belle Knitting Corporation, 
had acquired certain land and factory build- 
ings in Sayre, Pennsylvania, by gift, and 
that its basis for depreciation of the build- 
ings and equipment was $292,000, the same 
basis as in the hands of the donor, Valley 
Industries, Inc. The Commissioner contended 
that there was no donative intent in the 
transaction and hence no gift, that Valley 
and the residents of Sayre had expected to 
receive and did receive valuable benefits 
from Belle’s performance of its part of the 
transaction, and that the taxpayer was not 
entitled to use the cost to Valley as its basis 
for depreciation. 





5 Supra, footnote 1. 
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Holding that the case before it was con- 
trolled by the decision of the United States 
Supreme Court in Detroit Edison, the Tax 
Court stated: 

“In the instant proceeding, Valley’ S promise 
was not gratuitous. It was organized for 
the purpose of improving business con- 
ditions and employment in Sayre and vicinity 
by getting business concerns to move to and 
establish themselves in that community. Its 
object in contacting Belle was to induce it 
to make such a move, and not to make a gift. 
A reasonable interpretation of their agree- 
ment was that the performance of the two 
conditions—move to Sayre and pay $5,000,000 
in salaries—was the price or consideration 
Valley exacted for its promise to convey and 
for the conveyance of the land and buildings. 

“Our conclusion from the foregoing is 
that the acts of Belle, particularly the move 
to Sayre, Pennsylvania, performed pursuant 
to and in reliance upon the promise of 
Valley, constituted a valuable consideration 
for such promise, and that, consideration 
being present, the conveyance of the land 
and buildings to Belle was not a gift. It 
follows that petitioner, as Belle’s successor, 
is not entitled to Valley’s basis for the 
buildings and equipment for depreciation 
purposes.” 

Thus, the court decided (1) that a uni- 
lateral contract had been formed, and hence 
there could have been no gift; and (2) that 
since there was no gift, the taxpayer could 
not avail itself of the substituted basis for 
the buildings and equipment. The net result 
of the decision was that no depreciation 
could be taken since the taxpayer’s basis 
was zero. The decision appears to be funda- 
mentally wrong and unfair. The Tax Court 
found a contract. With greater ease, it could 
have concluded that the transaction con- 
stituted a gift subject to a condition,® a posi- 





* Consideration must actually be bargained for 
as the exchange for the promise; consideration 
is not established without the element of bargain 
or agreed exchange. The existence or nonexist- 
ence of a bargain depends upon the manifested 
intention of the parties. Restatement of the 
Law of Contracts, Section 75; Williston, Con- 
tracts, Section 112. ‘‘Nothing is consideration 
that is not regarded as such by both parties.”’ 
Fire Insurance Association v. Wickham, 141 
U. S. 564; Philpot v. Gruninger, 14 Wall 570; 
McGovern v. City of New York, 234 N. Y. 377, 
138 N. E. 26; Holmes, Common Law, p. 292. 
These principles are firmly established. It is 
suggested that the typical contributed-property 
case does not involve any intention to make a 
bargain resulting in legal liability. Rather, the 
intention is to make a conditional gift, as in 
Kirksey v. Kirksey, 8 Ala. 131; Wisconsin & 
Michigan Railway Company v. Powers, 191 U. S. 
379; Dunshee v. Dunshee, 255 Ill. 296, 99 N. E. 
593; Stelmack v. Glen Alden Coal Company, 
339 Pa. 410, 14 Atl. (2d) 127. 
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tion which would have conformed 
closely to the intent of the parties. In es- 
sence, Valley said to Belle: “Move here 
and we will give you valuable property.” 
Furthermore, even if the finding of the 
court that the property transfer resulted 
from a contract is accepted, that transfer 
could still have constituted a true contribu- 
tion to capital. The Tax Court did not re- 
solve or even consider that issue; it tacitly 
(and erroneously) assumed that a contribu- 
tion to capital, as well as a gift, must be 
gratuitous and free from any bargained con- 
sideration. But a contribution to capital 
may result from contract. See Edwards v. 
Cuba Railroad Company [1 ustc J 139], 268 
U. S. 628.' Also see the article by Joseph 
O'Meara, Jr., in the Tax Law Review, April- 
May, 1948, page 568. 


more 


Brown Shoe Company Case 


In Brown Shoe Company, Inc. the tax- 
payer received over an extended period 
$885,559.45 in cash and two buildings valued 
at $85,471.56 from various community groups 
in twelve different towns. There were “con- 
tracts” in all cases except one involving 
$10,000. The terms of the “contracts” varied 
but in general they set forth the condition 
that the taxpayer acquire a factory in the 
town concerned and operate it for a speci- 
fied period of time. The amount involved 
was to be refunded by Brown Shoe Com- 
pany if the conditions specified were not ful- 
filled. The two buildings were used by the 
taxpayer in its business of manufacturing 
shoes. The cash received was deposited by 
the taxpayer in its general bank account and 
was not earmarked for or applied against 
the cost of the factory machinery or equip- 
ment located in the particular community. 


The Commissioner disallowed (a) depre- 
ciation claimed by the taxpayer for each 
vear on the two buildings contributed by 
citizens of two communities, and (b) de- 
preciation deducted by the taxpayer for the 
taxable years on buildings and machinery 
acquired with the cash received from the 
community groups. 


The Tax Court held that the Commis- 
sioner was correct in disallowing deprecia- 
tion taken on the two buildings, on the 
ground that the taxpayer “does not receive 
a gift and therefore does not take the trans- 
feror’s basis under Section 113(a)(2) on 
buildings transferred to it as an inducement 


7 Holding that a contribution to capital does 
not constitute income. 

8 Supra, footnote 1. See also addendum to 
this article regarding recent decision on appeal. 
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to locate its business in a particular place.” 
On the other hand, the Tax Court held that 
the Commissioner was wrong in disallowing 


‘depreciation on buildings, machinery and 


equipment acquired with the cash received 
by the taxpayer from the various communities. 
In so holding on this point, the court stated: 


“The petitioner paid for the buildings and 
machinery out of its own unrestricted funds, 
those buildings and that machinery had cost 
to it, as shown on its books and records, and 
it is entitled to depreciation thereon.” 


The Brown Shoe Company decision un- 
doubtedly is sound with respect to deprecia- 
tion allowances on the buildings, machinery 
and equipment purchased by the taxpayer 
with the contributed cash. Unfortunately, 
however, the rules which are implicit in this 
case inject one more element of extreme 
artificiality into our already mysterious tax 
law. Those “rules” may be briefly stated 
as follows: 


(1) If buildings, machinery or equip- 
ment is contributed, depreciation will be 
disallowed. 


(2) If the same buildings, machinery or 
equipment is acquired with cash received 
as a contribution but not earmarked for the 
purchase of that property, depreciation will 
be allowed. 


(3) If the same buildings, machinery or 
equipment is acquired with cash received as 
a contribution and earmarked for purchase of 
that property, depreciation will be disallowed. 


Downey Company Case 


The Tax Court has read into the law 
these diverse rules derived from various sets 
of facts throughout which there is the single 
purpose to make and receive a contribution 
of property. Shortly afterward, in the 
Downey Company case,’ the Tax Court, in 
its anxiety to follow Detroit Edison, ignored 
its own “rule” (the third above). 


In the Downey case, the Chamber of Com- 
merce of Hannibal, Missouri, obtained in 
1941, by popular subscription, $28,000, which 
was contributed to the taxpayer as an in- 
ducement to locate and operate its plant in 
that city. Of this sum, $3,000 was used for 
the purchase of land for the plant and the 
remaining $25,000 was used to pay a part of 
the cost of the factory building erected on 
the land. A note for $28,000 and a second 
lien deed of trust upon the property were 
executed and delivered by the taxpayer to 
the Chamber of Commerce. The agreement 





® Ibid. 
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between the taxpayer and the Chamber of 
Commerce provided for cancellation of the 
note and deed of trust when the taxpayer’s 
aggregate payroll reached $500,000. That 
sum was reached in 1945, and the note and 
deed of trust were thereupon canceled and 
returned to the taxpayer. 


The taxpayer claimed on the building 
depreciation based upon an aggregate cost 
of $47,451.07. The Commissioner eliminated 
from the depreciable base the $25,000 made 
available to the taxpayer by the Chamber of 
Commerce for use in constructing the factory. 
The court sustained the Commissioner, and 
stated as its reason: 


“No deduction [for depreciation] is proper 
if the depreciating asset costs the taxpayer 
nothing. Detroit Edison Co. v. Commissioner, 
319 U. S. 98.” 


Not only does the Detroit Edison case fail 
to state or offer any support for any such 
sweeping rule, but that rule as announced 
is itself at war with the Tax Court’s decision 
on the same issue in the Brown Shoe Com- 
pany case. It was possible for the Tax Court 
to reconcile its decisions on the ground that 
the contributed $25,000 was restricted in use 
or appropriated to the construction of the 
factory. 
rested its decision on the fact that this sum 
“went directly into the construction of the 
factory at no cost whatsoever to the peti- 
tioner.” The court further stated: 


“Annual deductions to return that amount 
tax-free to the petitioner, as if it had been 
paid by the petitioner as a part of its cost 
of the plant, would be unreasonable, since 
they would tend to return an amount in 
excess of the actual cost to the petitioner of 
the depreciating asset.” * 


On the ‘contrary, it appears unreasonable 
to deny to the taxpayer the right to take 
annual deductions for depreciation. By rea- 
son of such disallowance, the taxpayer ulti- 
mately forfeits a substantial portion of the 
value of the contribution. 


The Detroit Edison case presented special 
facts bearing no real analogy to the numer- 
ous cases in which a municipality or a civic 
group seeks to attract a business to a new 

1 The Downey decision was affirmed on appeal 
by the United States Court of Appeals for the 
Eighth Circuit in C. L. Downey Company v. 
Commissioner [49-1 ustc { 9187], February 23, 
1949. The affirmance was based upon (a) the 
existence of a bilateral contract entered into 
prior to the company’s move to Hannibal, (b) 
the fact that the $25,000 in question was not 
an investment of the taxpayer in the factory 
building and (c) the fact that the contract in- 
sured that the money would be applied to the 
cost of constructing the factory building. 
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But the court did not do so. It. 





location. In Detroit Edison the Supreme 
Court held that the payments exacted by 
the utility were to the customers the price 
of the service. No such feature exists in the 
typical contributed-property case. The situa- 
tion is simply that the community says to 
the business enterprise: “We stand ready to 
transfer to you a substantial sum of cash 
and an improved property which will meet 
your needs if you see fit to move your busi- 
ness operations to this locality and remain 
here.” The fact that the property or money 
or both are given to induce the move does 
not render the gift any less a gift. The basic 
fact of intention should be controlling. It is 
likewise apparent that the property so con- 
tributed is intended by the parties to consti- 
tute a gift or contribution to the capital of 
the recipient corporation. 


But the Tax Court, relying upon the end 
result only of the Supreme Court’s decision 
in Detroit Edison, has ruled out of existence 
any depreciation base other than the cost of 
the exhausting asset to the taxpayer. It 
has discarded, in*these cases, the explicit 
statutory provisions for the determination 
of the basis of property received as a gift or 
contribution to capital, and thereby has 
thwarted a public policy expressed in the 
Code and supported by reason. 


Proposed Amendment 


Apparently the only expeditious way to 
preserve to the recipient the full benefit of 
such contributions by municipalities seeking 
new industries is to amend the Code in such 
a way that no court could possibly deny 
such benefits. 


Discussions with attorneys on the nature 
and extent of Code changes to rectify the 
unfavorable position in which the corporate 
recipient of contributed property now finds 
itself have led to the following alternative 
suggestions for a suitable Code change:. 


Amend Section 113(a)(8) as follows (the 
italicized matter is new; nothing in the 
present Code provision is omitted): 


“Property acquired by issuance of stock 
or as paid-in surplus or as a contribution to 
capital or as a transfer to induce location of a 
business in a specified municipality or other 
political subdivision—If the property was 
acquire? after December 31, 1920, by a 
corporation— 


“(B) as paid-in surplus or as a contribu- 
tion to capital or as a transfer by a civic or 
business league, a chamber of commerce or a 
municipality or other political subdivision to 
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induce location of a business in a specified 
municipality or other political subdivision, trre- 
spective of whether such transfer of property 


is deemed to be gratuiteus or in exchange for ~ 


benefits of value not readily measurable or in 
exchange for performance of specified con- 
ditions, then the basis shall be the same as 
it would be in the hands of the transferor, 
increased in the amount of gain or decreased 
in the amount of loss recognized to the 
transferor upon such transfer under the law 
applicable to the year in which the transfer 
was made, provided, however, that for the 
purpose of subparagraph (B), if the transferor 
is a municipality or other tax-exempt entity, 
the basis of the property shall be its fair mar- 
ket value at the time so acquired.” 


In the alternative, Section 113(a)(8) might 
be amended to include a new subsection (C), 
as follows (the heading of Section 113(a) (8) 
being amended in the same way above 
indicated): 


“(B) as paid-in surplus or as a contribu- 
tion to capital, or 


“(C) as a transfer by a civic or business 
league, a chamber of commerce or a munici- 
pality or other political subdivision to induce 
location of a business in a specified munici- 
pality or other political subdivision, trrespective 
of whether such transfer of property is deemed 
to be gratuitous or in exchange for benefits 
of value not readily measurable or in exchange 
for performance of specified conditions, then 
the basis shall be the same as it would be 
in the hands of the transferor, increased in 
the amount of gain or decreased in the 
amount of loss recognized to the transferor 
upon such transfer under the law applicable 
to the year in which the transfer was made, 
provided, however, that for the purpose of sub- 
paragraph (C), if the transferor is a tax- 
exempt entity, the basis of the property shall 
be its fair market value at the time so 
acquired.” 


Conclusions 


It is regrettable that the Tax Court’s 
decisions on this issue have been so destruc- 
tive of the public policy of state and nation 
to encourage the maximum productive use 
of plant facilities and advantageous business 
sites. If the court’s decisions were tech- 
nically sound, some justification for them 
might be urged even at the expense of 
public welfare. But these rules constitute 
an extension and generalization not war- 
ranted by the United States Supreme Court’s 
narrow decision on a special set of facts 
which the Tax Court cites as authority for 
such rules. These rules ignore explicit Code 
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provisions, including the distinction between 
a gift and a contribution to capital (the sepa- 
rateness is shown in the Code itself); they 
reach an unjustifiable tax result in disregard 
of facts showing the intention of the parties 
to contribute the property; finally, the deci- 
sions do not consistently apply these rules, 
but reach utterly diverse results bearing no 
relation to business realities as between (a) 
contributions of nonearmarked money and 
(b) contributions of depreciable property. 
In both cases the fundamental purpose of 
the parties is the same. Remedial legisla- 
tion is urgently needed. [The End] 


ADDENDUM 


In reviewing the Brown Shoe decision, the 
United States Court of Appeals for the 
Eighth Circuit, on June 17, 1949, reversed 
the Tax Court’s holding that the taxpayer 
was entitled to depreciation on factory build- 
ings acquired with donated, nonearmarked 
funds. The Court stated [49-1 ustc { 5939] : 
“We think the Tax Court committed a clear 
mistake of law and fact.” The Court of 
Appeals held that the absence of earmarks 
on the deposits was without legal signifi- 
cance, and that since the buildings were 
paid for “in accordance with the contracts,” 
the buildings had no cost to the taxpayer. 
The court then held with the Tax Court that 
“gost is the correct basis’—meaning “cost to 
the taxpayer,” and that “cost to the taxpayer 
does not include contributions from others 
made for business or. community interests.” 


Thus, the Eighth Circuit, like the Tax 
Court, completely ignores the statutory ex- 
ceptions to the general rule. With respect 
to the two buildings received directly from 
the community groups, the Eighth Circuit 
affirmed the Tax Court in denying the right 
to deduct depreciation, cited its decision in 
the Downey case, and stated the rule to be: 
“depreciation is allowable only on the cost 
to the taxpayer of the property.” 


This conclusion ignores the fact that Con- 
gress, in the many revenue acts preceding 
the enaction of the Internal Revenue Code, 
as well as in Section 113(a)(2) of the Code 
itself, specifically provided a method for de- 
termining the statutory “basis” (for depre- 
ciation as well as other purposes) of prop- 
erty acquired by the taxpayer without cost 
to him or it. If such donated property was 
sold by the donee, would the court deny it 
the benefit of such “basis” in determining 
gain or loss, as prescribed in Section 111 
of the Code? “Cost” is to be used in deter- 
mining “basis” only where none of the 
exceptions in Section 113 of the Code are 
applicable. 
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NOTES FROM BRITAIN 


BRITAIN’S BUDGET 


Industrial Editor of the Manchester Guardian 


By R. H. FRY 


bees HEAR the two-hour speech of 
Britain’s Chancellor of the Exchequer, 
Sir Stafford Cripps, on budget day was a 
sobering experience. Whatever one might 
say of the Chancellor, he does face the facts. 
He had been handed a large bill to pay. 
Defense will cost more this year. Social 
services voted since the end of the war are 
requiring more money as they come into full 
operation. The cost of government this 
year, including capital outlays, will be 
slightly larger than last year; it will amount 
to nearly forty per cent of the expected na- 
tional income. The Chancellor and his de- 
partment, the Treasury, have been strugegl- 
ing for many months to beat down the 
money claims of all the spending services. 
That effort had to cease sometime before 
budget day. The Chancellor merely dealt 
a final blow by issuing to all government 
departments a Treasury circular which prac- 
tically forbids any supplementary estimates 
during the course of the year except where 
some major change of policy has been de- 
cided by the Cabinet. 


All that was left on budget day was to 
arrange for the raising of revenue. The 
postwar boom of profits and incomes was 
gradually coming to an end in 1948. Though 
aggregate incomes were still higher than 
they were the year before, restoration of 
financial stability has cut away inflationary 
windfalls. At the old rates of taxation the 
revenue would not have been sufficient to 
cover what the government proposed to 
spend. As for the surplus of £352,000,000, 
it would have been converted into a deficit 
of £70,000,000, requiring government bor- 
rowing from the public or the banks. With 
inflationary pressure just brought under con- 
trol, a deficit in the central government 
budget might well have started the move- 
ment again. There was nothing for the 
government to do but increase the tax burden. 


Britain’s Budget 


Details of the tax changes, which are not 
substantial in amount, will be fully known 
by the time these lines are printed. Higher 
death duties from large estates, higher postal 
and telephone charges, a higher price for 
matches and a higher tax on the revenue 
from football pool betting—these are quite 
unexciting changes. The only concession 
for consumers, slight cuts in the tax on beer 
and wine, were too small to cause much re- 
lief. Far more important than any of these 
points was the decision to limit the food 
subsidies, and thus allow the price of meat, 
cheese, butter and margarine to rise. Al- 
though the effect was to put less than two 
points on the cost-of-living index, the subsi- 
dies have acquired much political signifi- 
cance. The effort to keep food prices stable 
by absorbing part of the cost has given 
British consumers cheap basic foodstuffs. It 
has moderated the rise in the cost of living, 
and therefore the rise in wages. When 
world food prices decline from the postwar 
peak, as they have begun to do, the real 
cost of living in Britain will decline cor- 
respondingly. It is notoriously difficult in 
any country to bring down wage rates when 
living costs fall. It will certainly be easier 
to let government subsidies run down and 
gradually disappear. But this is by no means 
a popular process. The “firm and effective 
limit” which the Chancellor has now set on 
food subsidies is still £465,000,000 for the 
present year. He has now laid down the 
principle that there can be no further ad- 
vance in social services or redistribution of 
wealth until there are more resources to be 
shared. That home truth will take a little 
time to sink in. 


While the budget has brought no relief to 
the consumers, it has brought two measures 
of relief to industry, both designed to pro- 
mote the progress of productivity. The re- 
peal of the special tax on bonus issues of 
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securities will make it easier for industrial 
companies to raise money in the market. 
Much more substantial is the doubling of the 


initial depreciation allowance on new plant . 


and machinery from twenty to forty per cent 
of the cost. This will not in itself solve the 
problem which industry in all countries had 
had to face in the postwar years—the drain 
on capital through the rise in replacement 
cost for plant and materials. But it will give 
industry more cash for re-equipment in the 
next few years. Meanwhile, Sir Stafford 
Cripps has started an expert inquiry as to 
the computation of profits for tax, and has 
promised a fuller examination later. 


Impressive Realism 


Even this relief has been possible only be- 
cause this year’s budget is not aiming at so 
large a surplus as the last. In the year 
ended March 31, 1949, the government col- 
lected £831,000,000 more than it spent on 
ordinary cost of government, debt interest 
and defense. This year it will still collect 
£470,000,000 more than it needs for these 
purposes. But there are many other gov- 
ernment liabilities, mostly of a capital na- 
ture, which appear in the Exchequer 
accounts “below the line.” Ordinary and 
capital expenditure being considered to- 
gether, the needs were covered last year by 
tax revenue with a surplus of £352,000,000. 
This year revenue will exceed over-all ex- 
penditure by only £14,000,000. The govern- 
ment has taken the view that inflationary 
pressure has now been brought under suffh- 
cient control, and that no large withdrawal 








of income from the economy is required this 
year. In any case, the budget is fully bal- 
anced by the strictest fiscal standards, bring- 
ing in every item of expenditure which in 
some way or other falls finally upon the 
government. There are no liabilities outside 
this budget. . 

There had been a good deal of discussion 
as to whether inflation was not already turn- 
ing into its opposite, a deflationary phase. 
The Chancellor has rejected that view. All 
he would concede was that in the event of a 
recession abroad, causing difficulties in the 
British economy, government policy would 
have to be flexible enough to adapt itself to 
circumstances. But he took the view that a 
fair degree of stability had been restored; 
and though there was no need for “such a 
sharp edge” on the government’s surplus 
policy, a fully balanced budget with a small 
surplus for safety was, he thought, sufficient 
to maintain the economy in balance. That 
has been widely conceded. Criticism has 
come from two opposite directions. The 
one is that taxes should have been cut to 
relieve the lot of the ordinary consumer and 
his wife; the other is that taxes should have 
been cut to relieve the strain on those who 
produce the nation’s wealth. No one has 
disputed that Sir Stafford Cripps has once 
again taken the straight and narrow path of 
rectitude. Taxpayers and politicians hoped 
for something more lenient. He told them 
bluntly that they cannot have high expendi- 
ture without high taxation. It was the real- 
ism of his approach that made the deepest 
impression. [The End] 





earn income. 


UNION DUES DEDUCTIBLE IN CANADA 


Canada also permits the deduction of union dues in income tax 
returns as expenses wholly, exclusively and necessarily laid out to 
In the recent case of Cooper v. Minister of National 
Revenue, the Exchequer Court of Canada made the statement: “I see 
no difference, for the purpose of income tax, between a member of 
the bar who is required to make an expenditure in order to be author- 
ized to carry on his profession and a projectionist or, in fact, any | 
other worker, who is bound to pay dues and assessments to form | 
part of a local of an alliance which provides the jobs.” 
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Does the Taxpayer 


Take a Chance? 


By FRANK W. BOYDSTUN, Certified Public Accountant, San Francisco 


TO DETERMINE THE TAXPAYER’S CHANCES OF WINNING, MR. BOYD- 
STUN HAS MADE AN INTERESTING SEARCH OF 621 TAX COURT CASES 


AX COURT litigation is concerned with 
4 questions of fact and law arising in the 
administration of the federal income tax. 
It is governed by the rules made by Con- 
gress in the first five chapters of the In- 
ternal Revenue Code, although influenced 
and affected to a greater or lesser extent in 
specific cases by other federal laws and by 
local laws. 


In this special forum, against experi- 
enced, able opposition armed with a pre- 
sumption that it is right, what chance does 
a taxpayer have to prevail? To answer 
this question in a limited way—to our own 
satisfaction at least—all Tax Court cases, 
both regular and memorandum, were read 
for a period of about fourteen months end- 
ing with the last case of Volume 11. The 
cases thus read were then graded on a loose 
scale as follows: 


Taxpayer: 
(1) Wins 
(2) Better than even 
(3) Draws 
(4) Worse than even 
(5) Loses 


The results for 621 cases are set forth in 
an accompanying tabulation, which shows 
that in spite of the odds against him, the 
taxpayer emerged with a clean win in 
twenty-seven per cent of the cases and won 
more than half the money in another ten 
per cent of the cases. Of the 451 cases 
which could be scored win or lose, the tax- 
payers won 37.7 per cent and the Commis- 
sioner 62.3 per cent. 


Taxpayer’s Chances 


The system of rating used to produce 
the tabulated figures was to rate each case 
according to the indicated dollars of tax 
at issue, including only the issues which 
were decided by the court and ignoring 
those which might have been compromised 
or conceded before trial or on brief. The 
opinions of the court are not so constructed 
as to facilitate such a rating, and it will be 
conceded that the rating made among cases 
other than clear win-or-lose cases is only 
approximate. Both the  better-than-even 
and the worse-than-even categories include 
cases ranging from near draws to those in 
which either the taxpayer or the Commissioner 
got all but the tail of the other’s shirt. 


The scoring was broken down according 
to the quantity and type of representation 
indicated by the case to have been of record 
for the taxpayer. A comparison of the re- 
sults achieved by single counsel with those 
achieved by multiple counsel indicates that 
the more counsel a taxpayer has, the more 
likely he is to prevail against the Commis- 
sioner. For the cases scored, multiple coun- 
sel broke exactly even with the government, 
winning and losing 31.6 per cent each and 
getting 14.5 per cent each of the middle 
areas between win, draw and lose. Single 
counsel won 27.3 per cent, lost 49.4 per cent 
and got less than half of the middle-ground 
cases. Of course, the reports of the cases 
do not always fairly indicate the extent of 
counsel which may be enjoyed by the tax- 
payer. Many cases shown as handled by a 
single attorney have had important assist- 
ance from others, either in marshaling facts 
or reviewing briefs or in advice on strategy. 
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CPA Cases 


Only twenty-one of the 621 cases were 
shown as handled by a CPA alone, while in 
forty-three of the multiple-counsel Cases 
CPA’s were teamed with one or more attor- 
neys. Although the twenty-one cases con- 
stitute a small sample statistically, they 
show the single CPA’s winning 23.8 per 
cent, losing 57.1 per cent and scoring better 
than even on 14.3 per cent of their cases, a 
showing slightly inferior to that of single 
attorneys. 


Mbdst taxpayers, and no doubt many of 
their counsel, are coming to the Tax Court 
for the first time; and we believe that but 
for this circumstance, taxpayers would have 


Total 
Cases 
Number of cases by indicated repre- 
sentation: 
Single attorney or CPA........... 385 
Two or more attorneys and/or 
ig ty I cee i ee a aes eae Se 193 
Subtotal ..... be hs oe a 
Miscellaneous or no counsel....... 43 


Grand total 


Percentages of total cases for each cate- 
gory of representation: 
Single attorney or CPA 
Two or more attorneys 


CPA’s 


and/or 


Subtotal 
Miscellaneous or no counsel 


Grand total 








scored even better than they have against 
the Commissioner. There is a constant 
trickle of cases which appear to have been 
carried to trial by a taxpayer’s stubborn 
belief that “they can’t do this to me,” when 
experienced counsel could assure the tax- 
payer that regardless of the seeming equities 
of a situation, the law as interpreted by the 
courts is solidly against him. For instance, 
some of the cases involving disallowance of 
living expenses at a wartime job when the 
taxpayer also maintains his prewar home 
appear to be in this category. 


What is the answer to our question: What 
chance does a taxpayer have? From the record, 
the answer seems to be: a pretty good one! 


[The End] 














Taxpayer 
Better Worse 
Than Than 
Wins Even Draws’ Even Loses 
105 35 9 46 190 
61 28 15 28 61 
166 63 24 7 251 
4 2 1 30 






27.3% 91% 2.3% 119% 49.4% 


31.6 


28.7 
9.3 


14.5 78 14.5 31.6 


43.4 
69.8 


















10.9 
4.6 


12.8 
14.0 


12.9% 











274% = 10.5% 


45.2% 














TECHNICAL STAFF—CHICAGO DIVISION 


One of the twelve field divisions of the Technical Staff, the Chicago Division 
comprises the states of Illinois, Minnesota, North Dakota, South Dakota and 


Wisconsin. 
as Counsel. 


Boulevard. 








The Chicago office is in the Board of Trade Building, 141 West Jackson 
In St. Paul, Minnesota, where Joseph C. Bruce acts as Technical 
Advisor in Charge, the office is located in the First National Bank Building, 
332 Minnesota Street. Emil J. Nelson heads the Milwaukee, Wisconsin office, 
at 602 Marine Exchange Building, 633 North Water Street. 


Head of the Staff Division is Albin Pearson; John D. Kiley serves 
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6 EMENTO MORI,” chanted the fatal- 

istic gladiators as they entered the 
arenas of Rome—‘“remember you will die.” 
One could scarcely overlook that fact today, 
thanks to the gifted pens of morticians, 
florists and those ubiquitous insurance agents. 
Since one thus knows that he will die, may 
the tax collectors take advantage of human 
frailty? 


John W. Wells had given sums of money 
and property to his five children as far back 
as twenty years before his death. He told 
Mr. Blom, a friend: “I am making dis- 
tribution from time to time of part of my 
property to see what my children will do 
during my lifetime, and I will then know 
when my time is up what I ought to do with 
the balance.” In giving a daughter some 
stock, Wells wrote that it was “so you will 
need not take in washing for your support, 
unless you throw it away on copper or other 
junk.” In his seventy-fourth year, he died. 
The Commissioner sought to throw into 
gross estate all gifts made within the last 
two years, as the decedent’s age and dubious 
health must have warned him that death 
was approaching, accompanied by estate 
taxes. Hence, those gifts must have been 
in contemplation of death. But.he didn’t 
know when he was going to die, protested 
the executor, who continued in effect: You 
are confused, Mr. Commissioner. The de- 
cedent was John W. Wells, not H. G.—nor 
even (despite identical initials) that wizard 
depicted by Gilbert and Sullivan.* Our man 
had.no way of foretelltig his demise. 


On April 13, 1931, Mr. Chief Justice Hughes 
read the opinion of the Supreme Court: * 


1 For historical development of this concept, 
see C. Lowell Harris, ‘‘Gifts in Contemplation 
of Death,’’ Taxes—The Tax Magazine, March, 
1941, p. 151. 

2 Author of What Is Coming?, 
Things to Come, etc. 

8Cf. The Sorcerer. ‘‘My name is John Wel- 
lington Wells, I’m a dealer in magic and spells.’’ 

[2 ustrc f 715] 283 U. S. 102 (1931). 


The Shape of 


Tax Classics 


1949—VIII 
U. S. v. Wells 


‘tin Contemplation of Death” 
v. “Associated with Life’’ 


Tax Classics e e by Robert S. Holzman 


Adjunct Associate Professor, New York University Graduate School of Business Administration 


“While the interpretation of the phrase 
[in contemplation of death] has not been 
uniform,’ there has been agreement upon 
certain fundamental considerations. It is 
recognized that the reference is not to the 
general expectation of death which all en- 
tertain. It must be a particular concern, 
giving rise to a definite motive. 
Transfers in contemplation of death are in- 
cluded within the same category, for the 
purpose of taxation, with transfers intended 
to take effect at or after the death of the 
transferor. The dominant purpose is to 
reach substitutes for testamentary disposi- 
tions and thus to prevent the evasion of the 
estate tax. As the transfer may 
otherwise have all the indicia of a valid gift 
inter vivos, the differentiating factor must be 
found in the transferor’s motive. Death 
must be ‘contemplated’, that is, the motive 
which induces the transfer must be of the 
sort which leads to testamentary disposi- 
tion. As a condition of body or mind that 
naturally gives rise to the feeling that death 
is near, that the donor is about to reach the 
moment of inevitable surrender of owner- 
ship, is most likely to prompt such a dis- 
position to those who are deemed to be the 
proper objects of his bounty, the evidence 
of the existence or non-existence of such a 
condition at the time of the gift is obviously 
of great importance in determining whether 
it is made in contemplation of death. The 
natural and reasonable inference which may 
be drawn from the fact that but a short 
period intervenes between the transfer and 
death is recognized by the statutory provi- 
sion creating a presumption by the statute 
before us, is expressly stated to be a re- 
buttable one, and the mere fact that death 
ensues even shortly after the gift does not 
determine absolutely that it is in contempla- 
tion of death. The question, necessarily, is 
as to the state of mind of the donor. 


“As the _ test, 
stances, 


despite varying circum- 
is always to be found in motive, it 


751 
























































































































































































































































































































































cannot be said that the determinative motive 
is lacking merely because of the absence of 
a consciousness that death is imminent. It 
is contemplation of death, not’ necessarily 
contemplation of imminent death to which 
the statute refers. It is conceivable that the 
idea of death may possess the mind so as to 
furnish a controlling motive for the disposi- 
tion of property, although death is not thought 
to be close at hand. Old age may give 
premonitions and promptings independent 
of mortal disease. Yet age in itself cannot 
be regarded as furnishing a decisive test, 
for sound health and purposes associated 
with life, rather than with death, may 
motivate the transfer. The words ‘in con- 
templation of death’ mean that the thought 
of death is the impelling cause of the trans- 
fer, and while the belief in the imminence 
of death may afford convincing evidence, 
the statute is not to be limited, and its pur- 
pose thwarted, by a rule of construction 
which in place of contemplation of death 
makes the final criterion to be an apprehen- 
sion that death is ‘near at hand’.” Verdict: 
for the taxpayer. 


a: ama since decision in U. S. v. Wells 
4... the rationalization of the con- 
cept there undertaken has been accepted 
as authority.”* “The textbook on the sub- 
ject is United States v. Wells.”* “Little has 
been added by the Supreme Court to what 
was said as to the phrase, ‘in contemplation 
of death’, in United States v. Wells 
which remains our authoritative guide.” ’ 
“The Wells case is, of course, the leading 
case on this subject, and it is the only case 
in the Supreme Court attempting any defini- 
tion of the term ‘contemplation of death’. 
The Court has on several occasions failed 
to seize the opportunity to redefine the 
term.” ® 

One overly optimistic jurist went so far 
as to say, “The meaning of the phrase ‘con- 
templation of death’ is no longer open to 
doubt or uncertainty. United States 
v. Wells.’* But writers and his own con- 
freres have not been so sanguine. ‘As estate 
practitioners and the Government know only 
too well, this provision is one of the most 
troublesome in the law because of its in- 





5 Estate of Arthur D. Cronin 


[47-2 ustc 
{ 10.587], 164 F. (2d) 561 (CCA-6, 1947). 
6 Estate of Augusta Schmucker [CCH Dec. 
16,471], 10 TC 1209 (1948). 


7City Bank Farmers Trust Company v. Mc- 
Gowan [44-1 ustc {§ 10,117], 142 F. (2d) 599 
(CCA-2, 1944). 

8’ Randolph E. Paul, Federal Estate and Gift 
Taxation (Little, Brown and Company, 1942), 
Vol. 1, p. 251n. 

® Bradley et al. v. 


Smith [40-2 ustc 7 9638], 114 
F. 


(2d) 161 (CCA-7, 1940). 
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definiteness. The chief difficulty arises 
from conflicting motives, the more (or most) 
compelling of which must be ascertained. 
“To establish one clear motive for a transfer 
which was probably impelled -by a mixture 
of motives, incoherent or even subconscious 
in the mind of the transferor himself!” ™ 
“In the relatively rare case where it can be 
established that a transfer was induced by 
only one cause, either by a motive associated 
with life or by thought of death, decision 
would seem easy. Almost always, however, 
the circumstances indicate that the decedent 
may have been actuated by mixed motives. 
In the leading case of United States v. Wells, 
the Supreme Court in 1931 stated it to be 
the duty of the courts in that situation ‘to 
detect the dominant motive’.”* “Human 
motivation is notoriously complex, only 
rarely singular and simple. ‘That, in a par- 
ticular case, the determination of the issue 
of dominance in motive may be difficult does 
not relieve the tribunal to which it is sub- 
mitted of the obligation to make it.” ™ 


As for “a motive associated with life,” 
the courts have recognized gifts by an elderly 
person to relatives, whose care and atten- 
tions he might some day require: “The 
motive for the payments is associated with 
life during a possibly infirm period, rather 
than with death.” Gifts to settle litiga- 
tion are “transfers [that] would animate a 
man who contemplated a continuance of 
life and who did not contemplate death.” * 
Likewise associated with life is the desire 
“to relieve himself of management of his 
own property””™ or “to relieve himself of 
the responsibility of handling a portion of 
his extensive holdings of securities.” Ap- 
parently it was a desire to get along in this 
life that prompted a gift to a wife “to allay 





1 Martin Atlas, ‘‘Gifts in Contemplation of 
Death,’’ TAxES—The Tax Magazine, May, 1945, 
p. 421. 


11 Roger K. Powell, ‘‘Common Oversights in 
Methods for Estate Tax Minimization,’’ Pro- 
ceedings of the New York University Fourth 
Annual Institute on Federal Taxation (Matthew 
Bender & Company, Inc., 1946), p. 136. 


2 Edmund W. Pavenstedt, ‘‘Taxation of 
Transfers in Contemplation of Death: A Pro- 
posal for Abolition,’’ Yale Law Journal, De- 
cember, 1944, p. 70. 

13OQ0maha National Bank v. O’Malley [47-1 
ustc § 10,527], 69 F. Supp. 354 (DC Neb., 1946). 

14 Hstate of Charles W. Ford [CCH Dec. 
14,459 (M)], 4 TCM 321 (1945). 

1 Delaware Trust Company v. Handy [1931 
CCH { 9604], 53 F. (2d) 1042 (DC Del., 1931). 

1% Bankers Trust Company v. Higgins [46-1 
ustc J 10,256] (DC N. Y., 1946). 


11 Estate of Charles Delany [CCH Dec. 13,047], 
1 TC 781 (1943). 
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her jealousy of decedent’s adopted daughter, 
whom decedent assisted financially.” * 


A gift to one’s wife to compensate her for 
losses on sécurities recommended by the 
decedent was allowed: “The satisfaction of 
a moral obligation has been recognized by 
the courts as a motive associated with life. 
United States v. Wells”’*® A gift of stock to 
one’s son to stimulate his interest in a family 
corporation is “associated with life,” * as is 
a gift which would permit one’s children to 
participate in the business.” Gifts in trust 
to children who had demonstrated dubious 
financial ability of their own were “associated 
with life,” where the decedent “called it the 
‘Gutter Trust’ to keep the four boys out of 
the gutter.”* Where another “spendthrift 
trust” was amended to become a more 
absolute gift in line with a court decision, 
the decedent’s “desire to avoid death taxes 
does no more than establish that he did not 
want his plans to underwrite the necessities 
of his children and grandchildren jeopardized. 
This desire to make adequate provision for 
them remained the dominant motive.” ™ 


ROSS estate did not include an irre- 
vocable trust fund to make certain of 
the needs of an ill wife,“ nor funds to pro- 
vide for the care of an invalid daughter.” 
Desire to make one’s children financially 
independent of the decedent was “associated 
with life,” ** as was a gift of part of a de- 
cedent’s property to his family so as to 
remove these assets from the hazards of his 
business “in order to make an assured pro- 
vision for his family in the future.” * 


But where the motivation for the transfer 
is “thought of death,” the amount may be 
thrown into gross estate. Thus, where a 
sixty-eight-year-old man, about to remarry, 
gave large sums to his children and grand- 
children, “he was thinking of what his wife 





18 Hstate of Robert M. McCulloch [CCH Dec. 
16,820(M)], 8 TCM 110 (1949). 

19 Estate of Charles J. Rosebault [CCH Dec. 
16,748], 12 TC 1 (1949). 

2» Estate of D. I. Cooper [CCH Dec. 15,489], 
7 TC 1236 (1946). 

21 Greer v. Glenn [46-1 ustc { 10,269], 64 F. 
Supp. 1002 (DC Ky., 1946). 

2 Orvis et al. v. Higgins [48-2 ustc { 10,637], 
80 F. Supp. 64 (DC N. Y., 1948). 

23 Allen v. Trust Company of Georgia [46-1 
ustc { 10,254], 326 U. S. 630 (1946). 

24 Bstate of Ernest Hinds [CCH Dec. 16,588], 
11 TC 314 (1948). 

2% Griffith et al. v. U: S. [40-1 ustc { 9450], 32 
F. Supp. 884 (Ct. Cls., 1940). 

2 St. Louis Union Trust Company et al. v. 
Becker [35-1 ustc { 9223], 76 F. (2d) 851 (CCA-8, 
1935). 

27 McFadden et al. v. U. 8. [37-2 ustc {| 9454], 
20 F. Supp. 625 (DC Pa., 1937). 
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would receive at his death.”* “Where a 
gift of all of a large estate, no part of which 
in all probability will be consumed by the 
donees in the life of the donor, is made by 
transfer before death to children and grand- 
children who are not in need, the act itself 
is evidence tending to support the conclu- 
sion that the gift was made in contempla- 
tion of death.”* A similar result was found 
where nothing indicated that the donee was 
in need of a larger income than she already 
was receiving,” and where the donee was an 
incompetent whose finaneial needs were 
limited.“ Gifts where the beneficiary would 
benefit only if she survived the decedent are 
related to death, under the Wells doctrine.” 
If the gift is made at the same time as the 
will, the court may see “a comprehensive 
and final scheme for final distribution of his 
entire estate, putting his house in order 
against the time of his demise . . . in 
contemplation of death.” ® 


NLIKE most tax matters, the evasion 

motive is not fatal—unless the evaded 
tax is one associated with death, i. e., estate 
tax. Thus, where the decedent’s gift was 
motivated by desire “to avoid an increased 
burden of personal income tax,” this was 
a motive associated with life.* Avoidance 
of gift tax by numerous small gifts “is a 
purpose associated with life, rather than 
death.” * But where the Commissioner can 
show voluminous correspondence between 
the decedent and attorneys on the subject 
of estate taxes, a transfer based upon such 
consultations will be deemed to have been 
motivated by “thought of death.” * 


“The desire to avoid estate taxes may be 
just as clearly present in the mind of a 
young and vigorous donor who thinks of 
death as far distant as in that of one who 
is old and feeble and who looks momentarily 
for its coming.” Hence, age per se sup- 





* Estate of B. H. Kroger [44-2 usrc { 10,155], 
145 F. (2d) 901 (CCA-6, 1944). 

* Updike v. Commissioner [37-1 ustc { 9170], 
88 F. (2d) 807 (CCA-8, 1937). 

%* Estate of William R. Buckminster [44-2 
ustc f 10,152], 147 F. (2d) 331 (CCA-2, 1944). 

3% Estate of James E. Frizzell [CCH Dec. 
16,150], 9. TC 979 (1947). 

® Hstate of D. I. Cooper, supra, footnote 20. 

3 Purvin et al. v. Commissioner [38-2 ustc 
9319], 96 F. (2d) 929 (CCA-7, 1938). 

% First National Bank of Kansas City v. Nee 
[46-2 ustc § 10,511], 67 F. Supp. 815 (DC Mo., 
1946). 

% Estate of Fletcher Awerey [CCH Dec. 
14,595], 5 TC 222 (1945). 

% Farmers Loan and Trust Company v. Bowers 
[38-2 ustc { 9471], 98 F. (2d) 794 (CCA-2, 1938). 

31 Denniston v. Commissioner [39-2 ustc J 9737], 
106 F. (2d) 925 (CCA-3, 1939). 
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posedly is not a factor; “but where 

other facts point to testamentary disposi- 
tion, old age may tip the scale.’* Thus, 
executors have attempted (with success) to 
win their cases by stressing the health of 
their decedent at the time of gift: an eighty- 
four-year-old man was shown to have won 
a prize at the American Whist Congress 
the following year,” a seventy-three-year- 
old man practiced building as a hobby.” A 
doctor testified that his only medical advice 
to the decedent at the time of the gift was 
“not to run for gtreetcars,” “ while another 
physician declared he regularly played golf 
with his patient.* 

Even a lingering (if not supposedly fatal) 
illness will not suggest contemplated death. 
As Judge Atwell said in one of his character- 
istic opinions: “I have gone along very 


33 Hstate of Cornelia B. Schwartz [CCH Dec. 
15,982], 9 TC 229 (1947). 

% Bradley et al. v. Smith [40-2 ustc { 9638], 
114 F. (2d) 161 (CCA-7, 1940). 

1° Estate of William F. Hofford [CCH Dec. 
14,305], 4 TC 542 (1945). 

41 Proctor et al. v. Hassett [43-2 ustc { 10,059], 
52 F. Supp. 12 (DC Mass., 1943). 

122 Tonkin et al. v. U. S. [44-2 ustc § 10,143], 
56 F. Supp. 817 (DC Pa., 1944). 

4 For another example, see 


‘“‘Tax Classics,”’ 
1949-II, footnote. 


carefully in my desire to scrutinize. I can- 
not find here any indicia of transfers in 
contemplation of death—to save my life I 
can’t. We cannot strike down one who is 
living effectively and apparently success- 
fully, because that one had a physical im- 
pediment which that one has been able to 
conquer.” “ 


aly: is the one universal fact in 
nature, and notwithstanding the career 
of the wandering Jew and other characters of 
imaginative writers, we are all mortal and 
in our appointed times are overtaken by 
death.”* “De dood kent geen’ almanach,’ 
says an old Dutch proverb—“death knows 
no calendar.” But the significance of the 
Wells decision may be rendered far less 
liberal by the realization that all men now 
live constantly under the Damoclean shadow 
of The Bomb. [The End] 


44 Estate of Mary J. Cox v. Thomas [40-1 ustc 
9370] (DC Tex., 1940). 

45 Continentat-Equitable Title and Trust Com- 
pany et al. v. MacLaughlin [35-2 ustc { 9551] 
(DC Pa., 1935). It was not inappropriate for a 
judge to make reference to a work best known 
in the version by an author with the litigious 
name of Sue. 
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difference between the amount of his wife’s 
note and the her estate which 
were applied against it, since it did not 
appear that the wife’s indebtedness was 
bona fide. (Van Anda, CCH Dec. 17,066, 12 
TC —, No. 156.) 


assets of 


Interest Deductions.—Amounts paid to 
the taxpayer by its incorporators, in pro- 
portion to stock subscribed, to be repaid 
at such times as would not be a hardship 
to the corporation, were loans, not capital 
contributions, and therefore interest paid 
on these amounts was deductible. Tax 
Court reversed. (Wilshire & Western Sand- 
wiches, 49-2 ustc J 9331, CA-9.) 


Automobile Clubs.—An automobile club 
was not exempt either under Section 101 
(9) as a recreational club, or under Section 
101 (8) as a social welfare organization. 
(Automobile Club of St. Paul, CCH Dec. 
17,065, 12 TC—, No. 155.) 


Medical Deductions.—Failing to prove 
that medical deductions were not recovered 
by insurance or otherwise, the taxpayer 
lost them as a deduction. (Phillips, CCH 
Dec. 17,057(M), TC memo. op.) 


Reconstructed Income.—In reconstructing 
income from unrecorded sales, the govern- 
ment could determine cost of goods sold 
by deducting from gross receipts as reported 
the amounts which taxpayer had reported 
as gross income. (Hornstein, 49-2 ustc 
{ 9326, CA-7.) 

The Commissioner’s reconstruction of the 
income of a race horse bookmaker by 
reference to increase of his bank balance 
was sustained with one adjustment by the 
court. (Stokes, CCH Dec. 17,059(M), TC 


memo. op.) 


The Commissioner’s determination that 
a cab driver received tips equal to ten per 
cent of his gross fares was sustained. Tax 
Court affirmed. (Roberts, 49-2 uste J 9330, 
CA-9.) 
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Books ... 


. . Articles 





Bureau Procedure 


Bureau Procedure—Bureau of Internal Rev- 
enue Organization and Procedure. Commerce 
Clearing House, Inc., 214 North Michigan 
Avenue, Chicago 1, Illinois. 1949. 96 pages. 
Single copies $1; ten copies $8; twenty-five 
copies $18. 


Before 1947, procedures were scattered 
in many rulings and regulations and some 
could be learned only through actual prac- 
tice before the Bureau of Internal Revenue. 
Under the Administrative Procedure Act, 
however, the Bureau coordinated and pub- 
lished, as a unit, detailed descriptive material 
on Bureau organization and _ procedure. 
These are the regulations reproduced in 
this booklet. The regulations are published 
here as amended to July 1, 1949. Most of 
old Part 600 of the regulations has been 
decodified and now appears under the head- 
ing “Organization” in this booklet. 


Detailed listing of forms and personnel 
has been omitted from the text of the 
regulations, and the description of the princi- 
pal income and miscellaneous tax forms 
and the charts of Bureau organization and 
personnel from the CCH StTANnpDARD FEDERAL 
Tax ReEporTER have been substituted. 


Debt Policy 


Our National Debt—Its History and Mean- 
ing. Committee on Public Debt Policy. 
Harcourt, Brace Company, Inc., 383 Madison 
Avenue, New York 17, New York. 1949. 
182 pages. $2.50. 


The Committee on Public Debt was 
organized in 1946 with a grant of funds 
from the Falk Foundation of Pittsburgh. 
As it completed its studies of aspects of 
the debt problem, the committee issued 
pamphlets containing the conclusions drawn 
from the research. This book contains, in 
a revised and edited form, the seven pam- 
phlets thus issued. 


The national debt is examined from the 
standpoint of its relationship to our wars; 
of comparison with the budget; and of its 
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effect upon the banks, upon interest rates, 
upon our savings and upon life insurance. 


The final study is entitled “What to Do 
About It.” 


The advice is good. The committee feels 
that we must have a “clear-cut debt policy,” 
for these reasons: “. with a national 
debt amounting to $6,300 per family, a 
sum nearly twice the family income, no 
wonder some people are fearful. But al- 
though a national debt can be more serious 
than a private one, its impact on people is 
different. A large national debt represents 
as ever-present danger of dilution of the 
dollar, increasing the risk of boom and 
bust; and a large debt has a tendency to 
smother free enterprise, bringing about a 
loss of personal freedoms.” 


The Committee on Public Debt suggests 
the following five steps for control of this 
high national debt: control of the budget, 
reduction of the debt, distribution of the 
debt, restoration of flexible interest rates 
and nourishment of a dynamic economy. 


The committee states, in speaking of the 
relation of the debt to the budget: “When 
the war ended our first task was to re- 
establish control over spending. Otherwise 
all talk of debt policy was idle.” 

Mr. Truman has often talked of the 
necessity of reducing the debt. This plati- 
tude is again repeated in the Midyear Eco- 
nomic Report just issued. Other than 
token adjustments, there has been no reduc- 
tion of the debt since the war, and there 
has been no formulated policy of reduction. 
Budgets, on the other hand, have called for 
expanded spending programs which make 
talk of a debt-reduction program idle. 


“Almost everyone agrees that the time 
to reduce the debt is when business is 
active, employment is up and national in- 
come is high. People have the money to 
pay taxes. Treasury revenues are expanded 
and government expenditures for relief are 
or should be low. Then, too, debt retire- 
ment in prosperous times acts as a brake 
on overexpansion and inflation.” 
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We may have overlooked the opportunity. 
The Midyear Economic Report of the 
President says: “In this review of the situ- 
ation at midyear the Council of Economic 
Advisers is undertaking to report on the 
economic status of the nation, giving full 
value to the elements of basic strength 
but not failing to realize the realities of 
current recessionary factors.” As to debt 
control, perhaps, to speak in the vernacular, 
we missed the boat. 


As a source of information enabling tax 
men to discuss the public debt intelligently, 
this book merits their reading. 


Planned Competition 


Maintaining Competition. Corwin OD. 
Edwards. McGraw-Hill Book Company, 
Inc., 330 West 42nd Street, New York, New 
York. 1949. 337 pages. $3.75. 


To maintain competition, the author 
advocates “overall planning and effective 
administration.” “In the absence of a 
central coordination the competitive policy 
of the United States has contained little 
more than the laws and procedures for the 
prosecution of monopolies’ unfair method 
of competition in restraint of trade. Even 
such punitive activities have been divided 
among several agencies.” 


The present judicial processes seem un- 
satisfactory to the author. They are, he 
believes, ineffectual in maintaining com- 
petition: “The first need is the establish- 
ment of a government agency that carries 
full responsibility developing and applying 
the policy of competition. The agency... 
should investigate, prosecute, propose 
remedies for restraints and watch for the 
effectiveness of the remedies.” Such an 
agency “in breadth and focus would re- 
semble the ministries of economics that 
are common in European governments.” 


Tax Men’s Forum 


Tax Practitioners Forum. University of 
Pittsburgh Press, Pittsburgh, Pennsylvania. 
1948. 186 pages. $2. 


This book contains the papers delivered 
in a series of six weekly discussions of 
current federal tax problems, under the 
auspices of the School of Law and the 
School of Business Administration of the 
University of Pittsburgh. 


Sidney B. Gambill, attorney and former 
special attorney of the Office of the Chief 
Counsel, Bureau of Internal Revenue, dis- 
cusses “Practical Considerations in Federal 
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Tax Procedure.” Another of the lectures, 
that of Robert D. Ayars, deals with “Un- 
reasonable Accumulations of Surplus.” 
Professor Ayars is head of the Department 
of Accounting, School of Business Admin- 
istration, University of Pittsburgh, and 
co-author, with George A. McFarland, of 
Accounting Fundamentals. 


“Deductions: Income or Estate,” by 
Michael D. Bachrach, CPA and president 
of the Pennsylvania Institute of Certified 
Public Accountants, and “The Revised 
Clifford Case Regulations,” by Leo Rus- 
lander, attorney, author and member of 
the American Bar Association Committee 
on the Unauthorized Practice of Law, are 
also included in the book. 


Robert K. Conrad,-who covers “Tax 
Problems in Incorporating a Partnership 
or an Individual Proprietorship,” is a CPA. 
“Recent Developments in Federal Tax Laws” 
is presented by Robert C. Brown, professor 
of law, University of Pittsburgh, and editor 
of Cases and Materials on Taxation. 


Unraveling the Red Tape 


Income Tax Administration. Tax Insti- 
tute, Inc., 150 Nassau Street, New York, 
New York. 1949. 449 pages. $6. 


Each year the Tax Institute selects a 
major problem in the tax field as a subject 
for its symposium and invites those who 
are well informed in the field to discuss the 
many aspects of the problem, regardless of 
their particular points of view. The sub- 
ject of the meeting held in New York, 
December 15-17, 1948, was “income tax 
administration.” This volume sets forth 
all of the various papers read at that meet- 
ing. 


As Mr. Buehler remarks in the foreword, 
the subject is most timely. “With the 
tendency for governmental budgets to rise 
and for taxes to continue heavy, the study 
of income tax administration becomes more 
urgent if we are to minimize inequities 
and attain the maximum of efficiency, cer- 
tainty and convenience in revenue admin- 
istration and compliance.” 


A study of such a subject fills the very 
definite need evidenced by the complaints 
currently being made by taxpayers that 
income tax administration is encumbered 
with red tape and that tax officials are more 
interested in collecting revenue than in 
determining taxable income. Tax officials 
naturally countercharge that the taxpayer’s 
sole concern is the evasion of taxes. It is 
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true, as Mr. Darrell declares in the preface, 
that “No income tax law is really a good 
tax law unless its administration can also 
be said to be good.” 


The papers delivered at this meeting cover 
the entire range of this subject very care- 
fully. In logical order, they begin with 


.the basic goals of tax administration and 


go on to discuss governmental responsibility 
and Bureau-taxpayer relations. . Specific 
administrative problems, such as depreci- 
ation allowances, compensation, income and 
expense and the enforcement of Section 102 
of the Internal Revenue Code, are con- 
sidered in turn. A discussion of the admin- 
istration of the excess profits tax relief 
provisions follows. 


These and other subjects receive far 
more than cursory treatment. If the sum 
total of the effort put into the preparation 
and presentation of these papers has any 
bearing on the good to be derived there- 
from, a definite improvement may well be 
noted in income administration almost over- 
night. In the words of Mr. Barker, assistant 
to the president of Shell Oil Company, 
arid president of the Tax Institute, in his 
paper, “The Taxpayer’s Stake in Efficient 
Tax Administration”; “With sincere apologies 
to F. E. Boone and all his competitors, we 
can say that L. S. M. F. T. may also be 
translated ‘Long Symposiums Mean Fairer 
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Taxes’. 


Myth Dispelled 


Inflation and Postwar Profits. Machinery 
and Allied Products Institute, 120 South 
La Salle Street, Chicago, Illinois. 1949. 
37 pages. 50¢. 


This study .measures the overstatement 
of postwar corporate profits from the use 
of historical rather than replacement cost- 
ing, not simply for fixed assets, but for 
fixed assets and inventory combined. It 
recomputes postwar profits and, for com- 
parative purposes, the profits of earlier years, 
by charging replacement cost for all physical 
assets used up in production. Compared 
again with profits as now reported to dis- 
close the overstatement, these figures are 
little less than astounding. The myth of 
abnormal and excessive postwar profits is 
conclusively dispelled. 


The Machinery and Allied Products 
Institute, as spokesman for the capital 
goods industries, is concerned with the 
consequences of the overstatement—the 
popular illusion of excessive profits it has 
built up and the proposals for the reduction 
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of profits through the control of prices or 
by new and heavier taxes on corporate 
income. This misconception threatens vast 
harm to the economy generally and to the 
capital goods industries in particular. 


ARTICLES 


Sales Tax . . . A new law must have 
much precedent furnished by decisions in 
other states to protect it from attacks 
on constitutional grounds.—Greener, “Legal 
Problems Under the Tennessee Sales and 
Use Tax Act,” Tennessee Law Review, April, 
1949. 


Henry George . . . The seeds of his 
doctrine fell on fertile soil in the South 
Pacific countries.—Groves, “Impressions of 
Property Taxation in Australia and New 
Zealand,” Land Economics, February, 1949. 


LIFO .. . Are its tax savings real 
or illusory? See Butters, “Management 
Considerations on LIFO,” Harvard Busi- 
ness Review, May, 1949. 


Code Section 112 (b) (6) . .. Here 
is an analysis of the law regarding the 
tax-free liquidations of corporate subsi- 
diaries—Colgan and Molloy, “Tax-Free 
Liquidations of Corporate Subsidiaries 
Under Section 112 (b) (6) of The In- 
ternal Revenue Code,” Tar Law Review, 
March, 1949, 


Tax Test Case ... Perhaps something 
besides the fees is risked in a test case.— 
Hurst and Brown, “The Perils of The 
Test Case,” Wisconsin Law Review, Janu- 
ary, 1949. 


Eisenhower’s Operation TAX ... When 
the General sold his memoirs in “one pack- 
age,” he stirred a sleeping tax inequity, 
which could be lulled either by the courts’ 
philosophy in patent and trade-mark de- 
cisions or by Congressional legislation.— 
Fulda, “Copyright Assignments and the 
Capital Gains Tax,” Yale Law Journal, 
January, 1949. 


The Executor Pays ... Clear language 
in the federal law imposes an obligation 
on the executor to pay the estate tax. Not 
too difficult a job—if he has the money and 
the assets; if he knows whether or not 
the tax is to be paid from the residuary 
estate; if he knows the state apportion- 
ment statutes, and the holdings of ten 
or fifteen court decisions; and if he has 
infinite patience.—Stickney, “Who Pays the 
Federal Estate Tax?” University of Cincin- . 
nati Law Review, January 1949. 
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Administrative ... 


SUPREME COURT 


Public utilities taxes: Gross receipts from 
intrastate transportation of oil for shipment 
outside state—The imposition of a tax on 
the gross receipts of a foreign corporation 
from the operation of a pipe line used to 
transport oil from one point in the taxing 
state to another where the oil was trans- 
ferred to railroad tank cars for shipment 
outside the state constitutes the taxation of 
intrastate activities and involves no discrimi- 
nation against interstate commerce in favor 
of competing intrastate commerce and no 
taxation of interstate activity carried on 
outside the taxing state —ZJnterstate Oil Pipe 
Line Company v. Stone, 2 CCH State Tax 
Cases Reports J 200-037. 

Ohio: Taxability of foreign corporation’s 
accounts receivable-——The imposition of ad 
valorem property taxes upon the accounts 
receivable of a foreign corporation arising 
from stocks of goods maintained in the 
taxing state, when no such tax is imposed 
on the accounts receivable of like origin 
owned by domestic corporations, transgresses 
the equal protection clause of the Fourteenth 
Amendment. 


A reciprocity formula which provides that 
accounts receivable shall be considered to 
arise out of business transacted in a state 
other than that in which the owner thereof 
resides has the effect of bringing the intan- 
gibles of nonresidents within the power of 
the taxing state, while excluding those of 
its residents, and fails to remedy the inequal- 
ity of treatment.—Wheeling Steel Corporation 
v. Glander; National Distillers Products Cor- 
poration v. Glander, 2 CCH State TAx CASES 
Reports § 200-036. 


TAX COURT— 
MEMORANDUM OPINION 


Gift tax: Sale of stock to close corpora- 
tion—In 1943, the taxpayers, husband and 
wife, owned all of the preferred stock in a 
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close corporation. Dividends on the preferred 
stock were cumulative and payable only out 
of earnings. The wife also owned one half 
of the common stock. The balance of the 
common stock was owned by two brothers 
of the wife, who had charge of operating the 
company. In that year, the brothers sug- 
gested that the taxpayers sell their preferred 
shares to the company in order to provide 
the brothers with an opportunity to earn 
dividends on their common shares. The 
brothers had been offered employment op- 
portunities elsewhere at higher salaries than 
they then were earning. A sale of the tax- 
payers’ stock to the company at $35 a share, 
in order to meet the wishes of the brothers, 
was held to constitute an arm’s-length trans- 
action, with no disposition to make a gift. 
This was so although the balance sheet of 
the company indicated a liquidating value 
for the preferred shares of about $183 a 
share. A taxable gift therefore was not 
made.—Barbara S. Fulton v. Commissioner; 
Estate of Weston M. Fulton, Deceased, Robert 
W. Fulton, Barbara S. Fulton, and John H. 
Murrian, Executors v. Commissioner, CCH 
Dec. 16,968(M). 


Gift tax: Future interests: Discretionary 
power over distribution in trustee.—The pe- 
titioner made a gift in trust in 1945 for the 
benefit of his grandson, a minor. Where the 
trust instrument recited that the fund com- 
prising the trust was “for the use and benefit 
at all times of” the donee, the petitioner’s 
son, as trustee, was considered to have a 
discretionary power to determine whether to 
pay out or withhold either income or prin- 
cipal for the duration of the trust. The trust 
was to terminate when the donee should be- 
come twenty-one years of age. Therefore, 
the gift is held to be of a future interest, and 
a $3,000 annual exclusion is disallowed.— 
John William Scarbrough v. Commissioner, 
CCH Dec. 16,981(M). 


Estate tax: Valuation of partnership in- 
terest: Buy-and-sell agreement.—The dece- 
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dent, who died in 1944, and his brother 
conducted a partnership which was engaged 
primarily in the retail sale of tobacco prod- 
ucts and smoking accessories. The decedent’s 
interest is valued for estate tax purposes by 
attaching a value to his interest in partner- 
ship good will, as well as to his interest in 
the tangible assets of the partnership. This 
conclusion was reached although, under the 
terms of a partnership buy-and-sell agree- 
ment, the decedent’s surviving daughter was 
given a right to purchase her uncle’s interest 
and the uncle was given a right to purchase 
the decedent’s interest, with the purchase 
price in each case to be based on book value 
alone, without any allowance for good will. 
—Estate of Samuel H. Straus, Deceased, Cor- 
inne S. Shott, Executrix v. Commisisoner, 
CCH Dec. 16,963(M). 


STATE COURTS 


Arizona: Basis for deduction of federal 
income taxes.— Regardless of whether a tax- 
payer’s books are kept on a “cash” or an 
“accrual” basis, the deduction for federal 
income taxes must be made on the basis of 
cash actually paid during the year. Once a 
taxpayer has selected a method for the de- 
duction of federal income taxes, the method 
employed may not be changed when it is found 
advantageous to do so.—Ariz. State of Ari- 
Zona et al. v. AiResearch Manufacturing Cor- 
poration, 2 CCH State Tax Cases REPORTS 
q 250-041. 


Transfer to take effect at death: Gift to 
university: Agreed income paid to donor.— 
The decedent transferred funds to the Johns 
Hopkins University of Maryland between 
1924 and 1941 under a series of agreements 
under which the university was to pay her 
specified sums for life. The decedent “en- 
joyed some of the benefits of the property” 
even though technically the income did not 
come from the property transferred and the 
entire value of the transfers is taxable.— 
Calif. Estate of Ida Henrietta Hyde, Deceased. 
The Johns Hopkins University et al., Appel- 
lants v. Thomas H. Kuchel, as State Controller, 
etc., Respondent, CCH INHERITANCE ESTATE 
AND GiFt TAx Reports § 16,440. 


Massachusetts: Capital stock exchanged 
for partnership and other assets——Where 
two owners of the assets of a dissolved part- 
nership transferred such assets and other 
tangible property to a corporation organized 
by them in exchange for fifty per cent of 
the capital stock issued to each former part- 
ner and the assets were set up on the corpo- 
ration’s books at a substantial increase in 
value over that at which they had been 


Interpretations 


carried by the transferors, no taxable gain 
under General Laws (Ter. Ed.) Chapter 62, 
Section 5, resulted from the transaction.— 
Mass. Commisstoner of Corporations and Tax- 
ation v. Newton, 2 CCH State TAx CASES 
Reports {| 250-044. 


Lifetime transfer: Bona fide sale: Non- 
resident decedent.—The decedent, a resident 
of California, entered into an escrow agree- 
ment in August, 1946, for sale of: Montana 
real and personal property owned by her. 
Under the agreement the grantee was given 
possession on January 1, 1947, after which 
he was to pay $175 a month to and including 
December 1, 1949, and thereafter the sum 
of $150 per month for the remainder of the 
decedent’s life. At her death he was to pay 
$4,000 to a named beneficiary under the de- 
cedent’s will. There was also a provision 
that he was to keep the property insured for 
$12,000. The decedent died in May, 1947, at 
the age of sixty-five years. Under the facts, 
the transfer was held to be a bona fide sale 
and was not taxable in decedent’s estate as 
a transfer to take effect at death.—Mont. 
In the Matter of the Estate of Carrie Sebree, 
Deceased, State of Montana, Appellant v. Lucy 
M. Jones, Executrix and John Kosowski, Re- 
spondents, CCH INHERITANCE ESTATE AND 
Girt TAx Reports { 16,430. 


Contemplation of death: “Thought of 
death,” controlling motive—The decedent, 
who died in 1946 at the age of fifty-seven 
years, had had two operations for a kidney 
ailment, one fifteen years before his death 
and the other nine years before his death, 
and had, in 1940, been advised that he suf- 
fered from hypertension and was placed on 
a diet at that time. He executed a new will 
in 1945, bequeathing his entire estate, 
amounting to about $120,000, to his wife, 
as he had in an earlier will, but added a 
power of sale and a common disaster clause 
to the new will. He then made a $30,000 
gift to her and several months later, after 
suffering a stroke, made an _ additional 
$10,000 gift. He died five days later. The 
wife’s testimony that the gifts were made 
at her insistence and that he had no knowl- 
edge of “impending death” did not over- 
come the statutory presumption that they 
were made in contemplation of death and 
were, therefore, includible in his taxable 
estate—N. J. Rita A. Laube, Executrix of 
the Last Will and Testament of Charles A. 
Laube, Deceased, Appellant v. Homer C. Zink, 
Director, Division of Taxation, Department of 
Treasury, Respondent, CCH INHERITANCE 
EstTATE AND Girt TAx Reports { 16,431. 
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ACQ. AND NON-ACQ.—Continued from page 690 


“What was that clause about a trust 
with remainder to others?” 


“May I see the instructions for Schedule 
M-1 of the Estate Tax Return?” 


“Just as I thought! It says here under 
item 7, entitled Effect of Disclaimer: 


“*Any property interest disclaimed by 
the surviving spouse is considered as pass- 
ing to the person entitled to receive such 
interest as a result of the disclaimer. Where 
the surviving spouse becomes entitled to 
receive a property interest as a result of 
a disclaimer by any other person, such 
interest is considered as passing, not to 
such spouse, but to the person who made 
the disclaimer, as though the ‘disclaimer 
had not been made.’” 


The second sentence leaves little doubt 
as to the intent of the first sentence, 
namely, that the interest disclaimed by the 
spouse passes directly from the estate to 
the trustee and, therefore, would not be 
eligible for the marital deduction. 


Needless to say then, in our hypothetical 
case the property passing outright to the 
wife equaled to the penny the maximum 
allowable marital deduction since it was 
the basis for computing the amount to be 
disclaimed. As a matter of fact, to digress 
for a moment, if we assume the wife had 
sufficient property of her own and there 
were no children or close relatives so that 
substantially all the trust remainder would 
pass to charity, she might be wise to dis- 
claim: the whole residuary. This could 
well result in increased annual income to 
her by reason of the additional producing 
corpus retained through estate tax savings 
resulting from allowable deductions for 
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contributions. Of course, the greater the 
income the more the annual income tax. 
But wait. Suppose thereafter, provided 
the terms of the trust permitted, she were 
to contribute to corpus from her separate 
funds annual amounts not to exceed fifteen 
per cent of her income adjusted for her 
age reversion factor; such contributions 
would undoubtedly be allowable deduc- 
tions. Certainly this could be expected to 
increase her spendable income since the 
transfer into trust in no way affects her 
enjoyment of the earnings nor does it 
deplete the amount of invested principal 
working solely for her benefit. Literally, it 
would be a gift that eventually, at any 
rate, benefits donee and donor alike. The 
point is: Our wife is in the driver’s seat, 
and the road is devoid of the hazards of 
the unknown or the unforseeable. 


Conclusions: It is obvious that this sub- 
ject is not, and very probably will not in 
the near future be, untangled sufficiently 
so that attorneys, accountants and trust 
officers will be satisfied that they are pres- 
ently able to map a clear-cut course into 
the future. There is but one alternative. 
The way must be found currently to pro- 
vide for mapping the course in the said 
future and not before. This might better 
be accomplished not through detailed and 
devious clauses designed as_ protection 
against the evils and pitfalls of present- 
day statutes, regulations and court deci- 
sions, but rather by use of a little more 
sensus equorum in drafting wills and/or 
related trust instruments. 


V. B. HupsBetr 
New York City 





ADD NEW CONFUSION 


TO SECTION 811(c)—Continued from page 514 


bombshell,” the Church and Spiegel cases 
came like an atom bomb. 


The Court of Appeals in the Spiegel case 
supplied the missing link in the chain of 
taxability which was to be put around the 
trust by declaring that under the law of 
Illinois, if all of the beneficiaries of a trust 
die, the property must revert to the grantor 
—a rule which was contested by the estate, 
and which seemed so doubtful that in spite 
of the opinions the Illinois courts pressed 
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upon the Supreme Court, they were “unable 
to determine that question for themselves.” 
“It is sufficient for us to say that we think 
reasonable arguments can be made based on 
Illinois cases to support a determination of 
the question either for or against petitioner’s 
contention.” 


An obscure point of law imposed on a 
controverted implication carries the heavy 
burden of upsetting a long-standing unani- 
mous decision. [The End] 
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State Tax Calendar 


ALABAMA 
September 1 


Automobile dealers’ report due. 
September 10—— 

Alcoholic beverage report and 
public service licensees due. 
Alcoholic beverage report of wholesalers 

and distributors due. 
Automobile dealers’ report due. 
Tobacco stamp and use tax report and 
payment due. 
Tobacco wholesalers’ 
port due. 


September 15—— 


Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

‘Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Income tax third installment due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


September 20—— 


Automobile dealers’ report due. 

Coal and iron ore mining tax report and 
payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 


tax of 


and jobbers’ re- 


ARIZONA 
September 1 
Express companies’ report due (last day). 


Private car companies’ report due (last 
day). 


September 5—— 


Alcoholic beverages licensees’ report due. 


September 20-—— 


Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


State Tax Calendar 
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September 25—— 
Motor vehicle fuel distributors’, whkole- 


salers’ and carriers’ report and payment 
due. 


ARKANSAS 
September 10—— 
Alcoholic beverages report due. 
Motor fuel carriers’ report due. 
Statement of purcnases of natural re- 
sources due. 


September 15—— 
Compensating (use) tax report and. pay- 
ment due. 


September 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 


September 25—— 
Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment due. 


CALIFORNIA 


September 1 
Common carriers’ distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 


September 15—— 

Bank and corporation franchise tax sec- 
ond installment due. 

Beer and wine report and tax due. 

Common carriers’ report of alcoholic 
beverages imported due. 

Corporation income tax second install- 
ment due. 

Distilled spirits report and tax due. 

Use fuel tax report and payment due. 


September 20—— 
Motor carriers’ gross receipts report and 
tax due. 


COLORADO 
September 5—— 
Alcoholic beverage manufacturers’ report 
due. 
Motor carriers’ tax due. 


September 10—— 
Motor carriers’ report due. 
















































































































































































































































































September 14—— 

Sales tax report and payment due. 

Use tax report and payment due. 
September 15—— 

Coal mine owners’ report due. 

Coal tonnage tax report due. 

Denver sales tax report and payment due. 
September 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 





September 1 
Domestic insurance companies’ 
tax due. 
Gasoline tax due. 
September 15—— 
Gasoline tax report due. 
Gasoline use tax report and payment due. 
September 20-—— 
Alcoholic beverage tax return and pay- 
ment due. 
September 30 
Corporations’ annual report and fee due. 


premiums 





DELAWARE 


September 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 
September 30 


Distributors’ 





gasoline tax report 
payment and carriers’ report due. 


and 


DISTRICT OF COLUMBIA 


September 10—— 
Licensed manufacturers and wholesalers 
of beer, report due. 
Licensed manufacturers, wholesalers, or 
retailers of alcoholic beverages, report 
due. 


September 15—— 


3eer tax due. 


September 20 
Sales and use tax reports and payments 
due. 





September 25—— 
Gasoline tax report and payment due. 


September 30—— 
Bank gross earnings.tax semiannual in- 
stallment due (last day). 
Property tax semiannual installment due 
(last day). 
Public utility tax semiannual installment 
due (last day). 
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FLORIDA 


September 1 


Auto transportation 
and tax due. 





companies’ report 


September 10—— 


Agents’ and 
report due. 

Manufacturers’ and _ dealers’ 
beverages report and tax due. 


September 15—— 


Dealers’, importers’ and carriers’ gasoline 
report due. 

Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report due. 

Motor vehicle fuel use tax report and 
payment due. 

Transporters’ and carriers’ alcoholic bev- 
erage report due. 


September 25—— 


Gasoline sales tax and storage tax report 
and payment due. 

Oil and gas production tax report and 
payment due. 


wholesalers’ cigarette tax 


alcoholic 


GEORGIA 
September 10—— 


Cigar and cigarette wholesale 
report due. 

Distilled spirits wholesale dealers’ report 
due. 

Motor carriers’ report due. 


September 15—— 


Income tax third installment due. 
Malt beverage tax report due. 


September 20—— 
Gasoline tax report and payment due. 


dealers’ 


IDAHO 
September 1 


Franchise license tax and statement due 
(last day). 


September 15—— 


Beer dealers’, brewers’ and wholesalers’ 
report due. 

Cigarette wholesalers’ drop shipment re- 
port due. 

Electric power companies’ 
tax due. 

Gasoline tax report and payment due. 

Income tax second installment due. 


September 25—— 


Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 
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ILLINOIS 
September 1 

Cook County real property tax semi- 
annual installment due. 

Private car lines’ property tax semian- 
nual installment due. 

Real property tax semiannual 
ment due. 


install- 


September 10 
Motor carriers’ mileage tax report and 
payment due. 
September 15—— 


Alcoholic beverage tax report due. 
Cigarette tax return due. 
Public utilities’ tax report and payment 
due. 
Sales tax report and payment due. 
September 20 


Gasoline tax report and payment due. 


September 30—— 
Transporters’ gasoline report due. 


INDIANA 
September 1 
Alcoholic vinous beverage tax due. 


Fire insurance companies’ semiannual 
premium tax due. 


September 10 


Cigarette distributors’ interstate business 
report due. 


September 15 


Alcoholic vinous beverage tax due. 

Cigarette distributor’s drop shipment re- 
port due. 

Use fuel tax report and payment due. 


: September 20 


Bank and trust companies’ intangibles tax 
report due. 

Bank and trust companies’ share tax re- 
port and payment due. 

Building and loan associations’ intangibles 
tax report and payment due. 


September 25 


Distributors’ and carriers’ gasoline tax re- 
port and payment due. 

Fuel dealers’ use fuel tax report and pay- 
ment due. 


IOWA 
September 1 


Bank share.tax second installment due. 
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September 10—— 


Carriers’ gasoline tax report and payment 
due. 


Class “A” permittees’ beer tax report and 
payment due. 
September 20-—— 
Gasoline tax report and payment due. 


KANSAS 


September 10—— 
Malt beverage report due. 


September 15—— 
Carriers’ gasoline and fuel use tax report 
due. 
Compensating tax report and payment due. 
Motor carriers’ gross ton mileage tax re- 
port and payment due. 


September 20—— 
Sales tax report and payment due. 
Use fuel tax report and payment due. 
September 25—— 
Gasoline tax report and payment due. 


KENTUCKY 


September 1 
Bank deposit tax due. 
Property tax return due. 


September 2 
Stored distilled spirits tax due. 


September 10—— 
Distilled liquors blenders’ and rectifiers’ 
tax payment due. 
Refmers’ and importers’ gasoline tax re- 
port due. 


September 15 


Alcoholic beverage report due. 

Fuel use tax report and payment due. 

Passenger carriers’ mileage tax due. 

Public utilities’ gross receipts tax report 
and payment due. 


September 20 


Cigarette wholesalers’ report due. 
Oil production tax report and payment 
due. 


September 30—— 


Amusement and entertainment report and 
tax due. 

Dealers’ and transporters’ gasoline tax 
report and payment due. 

Louisville income tax withholding agents’ 
payment due. 
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LOUISIANA 


September 1 
Soft drinks tax report due. 
Tobacco tax report due. 





September 10—— 
Importers’ beer report due. 
Importers’ gasoline tax report due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 


September 15—— 
Carriers’ beer report due. 
Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report due. 
Common carriers’ special fee due (last 

day). 

Intoxicating liquor report due. 
Soft drinks tax report due. 
Tobacco tax report due. 


September 20—— 

Beer wholesale dealers’ tax report and 
payment due. 

Fuel use tax report and payment due. 

Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax report and payment 
due. 

New Orleans sales and use tax report 
and payment due. 

Sales and use tax report and payment due. 






MAINE 





September 1 
Franchise tax due. 


September 10—— 
Malt beverage manufacturers’ and whole- 
salers’ report due. 


September 15—— 
Railroad and street railroad tax due. 
September 25 
Use fuel tax report and payment due. 


September 30—— 
Gasoline tax report and payment due. 





MARYLAND 


September 10—— 
Admissions tax payment due. 
Beer tax report and payment due. 
September 15 
Income tax third: installment due. 
Sales and use tax report and payment 
due. 
September 30—— 
Gasoline tax report and payment due. 


Purchasers of cargo lots of motor fuel, 
report due. 
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MASSACHUSETTS 


September 10—— 
Alcoholic beverage excise tax report and 

payment due. 
Meals excise tax report and payment due. 


September 20—— 
Cigarette tax report and payment due. 


September 30-—— 
Motor fuel tax report and payment due. 


MICHIGAN 
September 5—— 
Carriers’ gasoline statement due. 


September 10 


Common and contract carriers’ report and 
fee due. 


September 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 


September 20-—— 

Cigarette tax report and payment due. 

Diesel fuel users’ tax report and payment 
due. 

Distributors’ gasoilne tax report and pay- 
ment due. 

Fuel sold for use on vessels, tax due. 

Gas and oil severance tax report and pay- 
ment due (last day). 





MINNESOTA 


September 1 
Railroads’ gross earnings tax semiannual 
installment due. 


September 10—— 

Wholesalers’, brewers’ and manufacturers’ 

alcoholic beverage report due. 

September 15—— 

Income tax installment due. 

Interstate motor carriers’ mileage tax due. 
September 20—— 

Cigarette tax and report due. 


September 23—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 
Tractor fuel sellers’ report due. 





MISSISSIPPI 

September 5 

Factories’ report due. 
September 10—— 


Admissions tax report and payment due. 
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September 15—— 


Carriers’ gasoline tax report and payment 
due. 

Income tax third installment due. 

Manufacturers, distributors and whole- 
salers of tobacco, report due. 

Retailers, wholesalers and distributors of 
light wine and beer, report due. 

Sales tax report and payment due. 

Timber severance tax report and payment 
due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


MISSOURI 
September 5—— 


Nonintoxicating beer permittees’ report 
due. 





First Monday 


St. Louis merchants’ and manufacturers’ 
ad valorem license tax due. 


September 10—— 
Oil inspection tax report and payment 
due. 
‘Receivers of petroleum products, 
due. 


report 





September 15 
Alcoholic beverage sales report due. 


September 25—— 
Use fuel tax report and payment due. 


September 30—— 
Gasoline distributors’ report and payment 
due. 
Income tax third installment due. 
Kansas City property tax due (last day). 
Soft drinks manufacturers’ report and 
payment due. 





MONTANA 
September 1 
Moving picture theater licenses issued and 
tax due. 


September 15—— 


Brewers, wholesalers and transporters of 
beer, tax report and payment due. 
Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 
September 20—— 


Producers, transporters, dealers and re- 
finers of crude petroleum, report due. 


September 30—— 
Express companies’ tax due (last day). 
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NEBRASKA 
September 1 
Fire insurance companies’ gross premiums 
tax second installment due. 
Real property tax second installment due. 
September 10—— 


Cigarette distributors’ report due. 








September 15 


Alcoholic beverage manufacturers’ 
wholesale distributors’ report due. 


and 


NEVADA 





September 10 
Liquor report by out-of-state vendors due. 
September 15 


Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 


September 25 


Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 








NEW HAMPSHIRE 


September 10—— 

Manufacturers’, wholesalers’ and importers’ 
alcoholic beverage report due; whole- 
salers’ payment due. 

September 15—— 

Use fuel tax report and payment due. 
September 30—— 

Motor fuel report and tax due. 


NEW JERSEY 
September 1 


Public utilities using the public streets, 
property statement and tax second in- 
stallment due. 


September 10 


Busses (interstate) report and excise tax 
due. 

Jitneys (municipal) gross receipts report 
and tax due. 


September 20—— 


Alcoholic beverage retail consumption and 
retail distribution licensees’ report and 
tax due. 

Cigarette distributors’ tax report and pay- 
ment due. 








September 25—— 


Busses (municipal) gross receipts report 
and tax due. 
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September 30 


Carriers’ gasoline tax report due. 
Distributors’ gasoline report and payment 
due. 





NEW MEXICO 





September 1 
Express companies’ report due. 





September 15 
Occupational gross income tax report and 
payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 


September 20—— 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
September 25 
Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 





NEW YORK 





September 1 
Bank income tax report and payment due. 


September 20—— 
Alcoholic beverage tax and report due. 


September 25 
Conduit companies’ tax and report due. 
New York City public utility excise re- 

turn and payment due. 
Public utility additional tax and return 
due. 


September 30 
Gasoline tax report and payment due. 








NORTH CAROLINA 


September 15 
Income tax third installment due. 
Sales tax report and payment due. 
Spirituous liquor tax due. 

Use tax report and payment due. 

September 20 
Distributors’ gasoline tax report and pay- 

ment due. 
Use fuel tax report and payment due. 








NORTH DAKOTA 


September 10—— 
Cigarette distributors’ report due. 

September 15 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Income tax third installment due. 
Interstate motor carriers’ tax due. 

September 25 
Use fuel tax report and payment due. 
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OHIO 
September 1 


Railroads’ and street, suburban and inter- 
urban railroads’ excise tax return due. 


September 10—— ° 
Cigarette wholesalers’ report due. 
Classes “A” and “B” permittees’ alcoholic 
beverage report due. 








September 15 
Cigarette use tax and report due. 


September 20—— 


Dealers’ gasoline tax report due. 

Grain handling tax semiannual installment 
due. 

Intercounty corporations’ tangible personal 
property tax due. 

Personal property, tangible and intangible, 
tax semiannual installment due. 


September 30-—— 


Carriers’ gasoline report due. 
Gasoline tax due. 


OKLAHOMA 
September 5—— 


Operators’ report of mines other than coal 
mines due. 


September 10—— 


Airports’ gross receipts report and tax 
due. 

Alcoholic beverage report and payment 
due. 

Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 


September 15—— 


Carriers’ mileage tax report and payment 
due. 

Dealers’, retailers’ and carriers’ gasoline 
tax report due. 

Income tax third installment due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


September 20 


Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors of gasoline and purchasers of 
imported gasoline, tax report and pay- 
ment due. 

Rural electric cooperatives’ property tax 
return and payment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


September 30-—— 


Oil, gas and mineral gross production re- 
port and payment due. 
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OREGON 
September 10—— 
Oil production tax report and payment 
due. 
September 20—— 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


September 25—— 
Gasoline tax report and payment due. 


PENNSYLVANIA 


September 10—— 
Importers of spirituous and vinous liquors, 
report due. 
Malt beverage report due. 
Soft drinks tax report due. 





September 15 


Employers’ return of tax withheld at 
source under Philadelphia income tax 
due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 

September 30—— 


Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


RHODE ISLAND 
September 10—— 


Manufacturers’ alcoholic beverage report 
due. 


September 15—— 
Gasoline tax report and payment due. 


September 20—— 
Sales and use tax return and payment due. 


SOUTH CAROLINA 
September 1 


Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 





September 10 


Admissions tax report and payment due. 

Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage 
sales and additional tax due. 

Power tax return and payment due (last 
day). 





September 15 


Income tax third installment due. 
Property tax installment due. 
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September 20—— 


Dealers’ fuel oil report due. 

Gasoline tax report and payment due. 

Users of fuel oil, tax return and pay- 
ment due. 


SOUTH DAKOTA 
September 1 


Motor carriers of passengers, tax due. 
Rural electric companies’ utility tax due. 


September 10—— 


Interstate motor carriers’ report and tax 
due. 


September 15 


Alcoholic beverage sales report due. 

Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 

Carriers’ use fuel tax report due. 

Dealers’ gasoline tax due. 

Use fuel tax report and payment due. 








. 


September 20-—— 
Passenger mileage tax due. 
September 30-—— 
Bank excise income tax second install- 
ment due. 


Gasoline dealers’ tax report due. 


TENNESSEE 





September 1 
Building and loan associations’ license tax 
report and payment due. 
Insurance companies’ premiums tax and 
report due. 


September 10 


Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


September 15—— 


Carriers of use fuel, report due. 
Users of fuel, report due. 





September 20 
Distributors’ 
ment due. 
Liquid carbonic acid gas tax due. 
Oil production tax report and payment 
due. 
Sales and use tax report and payment due. 





gasoline tax report and pay- 


TEXAS 





September 15 


Motor carriers’ special fee due. 
Oleomargarine dealers’ report and tax due. 
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September 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid .fuel, 
tax report and payment due. 


September 25—— 

Carbon black production tax report and 
payment due. 

Cement distributors’ tax report and pay- 
ment due. 

Natural gas production tax report and 
payment due. 

Prizes and awards of theaters, tax report 
and payment due. 


September 30-—— 


Oil production tax report and payment 
due. 


UTAH 
September 10—— 


Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 


September 15—— 


Excise (income) tax third installment due. 
Sales tax return and payment due. 

Use fuel tax report and payment due. 
Use tax return and payment due. 


September 25 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax re- 
port and payment due. 


VERMONT 
September 10—— 


Alcoholic beverage tax report and pay- 
ment due. 


September 15 

Corporation income tax third installment 
due. 

Electric light and power companies’ re- 
port and tax due. 

Express and telegraph companies’ report 
due. 

Personal income tax third installment due. 

Railroad and telephone companies’ prop- 
erty tax report due. 


September 30 
Gasoline tax report and payment due. 


VIRGINIA 
September 10—— 


Beer dealers’, bottlers’ and manufacturers’ 
report due. 
Warehousemen’s tobacco tax due. 
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September 20—— 
Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax report 
and payment due. 
September 30—— 


Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


WASHINGTON 


September 10—— 
Brewers and manufacturers of malt prod- 
ucts, report due. 


September 15—— 


Butter substitutes report and payment due. 
Wholesalers’ cigarette drop shipment re- 
port due. 


September 20-—— 
Use fuel tax report and payment due. 
September 25 


Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


September 30-—— 
Storage warehousemen’s report and fee 
due. 
WEST VIRGINIA 
September 10—— 


Alcoholic beverage tax report and pay- 
ment due. 


September 15 


Cigarette use tax report and payment due. 
Sales tax report and payment due. 


September 30. 
Gasoline tax report and payment due. 


WISCONSIN 
September 10—— 


Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufacturers’ 
report due. 


September 20—— 
Gasoline tax report and payment due. 


WYOMING 
September 10-—— . 
Carriers’ gasoline tax report due. 
September 15—— 


Dealers’ gasoline tax report due. 

Motor carriers’ tax and report due. 

Sales tax report and payment due. 

Use tax report and payment due. 

Wholesalers’ gasoline tax report and pay- 
ment due. 
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September 15—— 


Date for payment of one fourth of the 
1949 estimated tax on declaration due 
by March 15, 1949, or one third of esti- 
mated tax on deciaration first due on 
June 15, 1949. Those required to file 
a declaration for the first time by Sep- 
tember 15, 1949, pay one half of the 
1949 estimated tax found due. 


Due date for quarterly payments by cal- 
endar year corporations, estates and 
trusts on 1948 income taxes. 

Due date, by general extension, of returns 
for the fiscal year ended March 31, 
1949 in the case of (1) foreign partner- 
ships; (2) foreign corporations which 
maintain offices or places of business 
in the United States; (3) domestic 
corporations which transact their busi- 
ness and keep their records and books 
of accounts abroad; (4) domestic cor- 
porations whose principal income is 
from sources within the possessions of 


United States. (Regulations 111, Sec- 
tion 29.53-3(a).) Forms: (1) Form 
1065; (2)-(4) Form 1120; (5) Form 1040. 


Monthly information returns of stockholders 
and of officers and directors of foreign 
personal holding companies due_ for 
August. Form 957. 


Employers withholding over $100 during Au- 
gust pay amount to authorized depositary. 


Returns of tamp accounts by brokers, 
dealers in ecurities, ete., due for pre- 
ceding month. Form 828. 


Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the preced- 
ing month, with statement showing 
stamps on hand at beginning and end of 
such month and stamps sold during that 
month. Payment also due for proceeds 
of sales of stamps sold during preceding 
month. 


the United States; and (5) American 
citizens residing or traveling abroad, 
including persons in the military or 
naval service on duty outside the 


September 30 
Returns for excise taxes due for August. 
Forms 726, 727, 728 728(a), 729, 932. 
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Metaphorical Law .. . 


“The body of regulations by which the United States sought to 
control prices during the last war was extraordinarily complicated 
and difficult to comprehend. That was inevitable; the innumerable 
varieties of commercial transactions to be covered made possible 
nothing simpler. One may indeed argue, as the Commissioner does, 
that the more unsparing and relentless was the pursuit of offenders, 
however innocent they may have been of any wilful violation of the 
regulations, the more solicitous would they become to comply, and 
the more effective would be the enforcement of the Emergency Price 
Control Act. That has been a school of penology since the time of 
Draco. ... The Administrator did not believe that such a rigid and 
uncompromising policy was the best way to realize the purposes of 
the Act. In short, he did not believe that it paid to sweep into 
the same pool with wilful or careless violators, violators for whom 
the daedalian mazes of the regulations had proved too much.”—Judge 
Learned Hand, in Jerry Rossman Corporation v. Commissioner. 
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